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Next month two articles will present 
geographical extremes—one, by Marcel 
Klarmann, dealing with the taxation of 
income in blocked currency, the other 
highlighting the Indiana gross income 
tax. Together with these two will be 
found Mr. Krekstein’s review of last 
year’s developments in Pennsylvania. 
LIFO turns up again in another arti- 
cle. Still another will deal with that 
term “continuity of interest” as dis- 
cussed in Section 112 (g) (1) (D). 
There will be other subjects, too— 
interestingly covered by well-known tax 
writers, such as Edward N. Polisher, Editor 
i Henry L. Stewart 
who proposes a novel suggestion re- Washington Editor 
garding Tax Court commissioners. Lyman L. Long 
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More on Stockholder-Survivor 
Agreements Article 
SIR. : 

In connection with my article entitled 
“Taxes — Insurance—and Stockholder-Sur- 
vivor Agreements,” which appeared in the 
March, 1950 issue of TAXEs, I have received 
several communications from various parts 
of the country from persons who found it 
helpful that the problem has been analyzed 
to the extent it was, but many of whom are 
troubled about a specific point contained 


is was the 
tle: where 


opinion expressed in the 
a corporation enters into a 
survivorship agreement with its stockholders 
providing that the corporation is to pay 
out a stockholder on death, and such agree- 
ment is implemented by life insurance on 
the lives of said stockholders, the premiums 
paid on life insurance are taxable as 
stockholders. This, of 
‘ourse, Was no more than an expression of 
ion, and as such is naturally debatable. 


said 


dividends to the 


to all sides, I have tried to 
arguments on both sides of the 
» as follows: 


In deterence 


set up the 


such 
not taxable as dividends because 
corporation is engaging in a legitimate 
corporate purpose in buying up its own 
stock, and once a legitimate corporation pur- 
pose for an expenditure is established, it 
cannot be argued that the expenditure was 
solely on behalf of the stockholders and 
therefore taxable to them. 


For Nontaxability—Premiums in 


event are 


a 


For Taxability—In the absence of any 
showing of special circumstances, there is 
no legitimate corporate purpose established 
when a corporation buys the stock of the de- 
shareholder. The essential purpose 
f such a transaction is to protect the stock- 
iolders involved, and although the insurance 
is taken nominally in the corporate name, 


ceased 


( 
} 
I 


Acq. and Non-acq. 





actually the stockholders are the ones that 
benefit. In tax situations the courts in the 
past have often pierced the corporate veil 
to get at the “realities” of the situation. 
Thus, the reasoning of the Paramount-Rich- 
ards case, 46-1 ustc $9170, 153 F. (2d) 
602, 604, that “these payments fall far short 
of the ordinary and necessary expenses of a 
corporation ... becomes applicable. 

There they are—take your choice. To the 
writer the over-all conclusion drawn in the 
article still seems most advisable: if you 
can buy the stock in the name of the cor- 
poration, do so. 

It might be said in passing that the entire 
article was based upon the assumption of 
the sale by the deceased shareholder of all of 
his stock and, therefore, the problems raised 
by Section 115 (g) (see Kennedy, “Section 
115 (g) and the Disposition of Closely Held 
Interests,” Proceedings of New York Uni- 
versity Eighth Annual Institute on Federal 
Taxation) do not apply (Regulations 111, Sec- 
tion 29.115-9). 

Aaron L, DANZIG 
New York City 


Immunity from Examination 
SIR: 


Mr. John A. O’Malley raises several in- 
teresting queries in his letter published in 
the December, 1949 issue of TAXxEs with 
reference to our Immunity article (July, 
1949, TaxEs—The Tax Magazine, page 639). 

His basic question is: “Can the Bureau 
require the accountant (who has made the 
audit of the taxpayer’s records) to permit 
an examination by the Bureau of those rec- 
ords (the accountant’s own papers) ?” 

We are of the opinion that the Bureau 
can require such examination and cite Jn re 
Fisher (DC N. Y., 1931), 51 F. (2d) 424, 
wherein the court stated tersely (but ad- 
mittedly by way of dictum), “There is no 
privilege with regard to communications 

(Continued on page 389) 
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Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


Federal Tax Forum.—The Federal Tax 
Forum, Inc., will celebrate its Annual State 
Tax Dinner April 27 at the Hotel Roosevelt, 
New York City. G. Howard Spaeth, Com- 
missioner of Taxation, Minnesota, and 
President of the National Tax Association, 
will be guest of honor; and Henry F. Long, 
Commissioner of Corporations and Taxa- 
tion, Massachusetts, will be guest speaker. 
Leading tax officials from New York, New 
Jersey, Pennsylvania, Connecticut, Rhode 
Island and Massachusetts will be present. 


Tax Executives Institute.—The Syracuse 
Chapter of Tax Executives Institute, Inc., 
and accounting experts of Syracuse Uni- 
versity are planning to hold an all-day con- 
ference on tax problems April 21 in Maxwell 
Aditorium, Syracuse University. 

The conference will be open to third- and 
fourth-year accounting and tax students of 
the university; members of such organiza- 
tions as the Controllers Institute of America, 
the New York State Society of Certified 
Public Accountants and the National Asso- 
ciation of Cost Accountants; and business- 
men interested in tax problems. 

Speakers and discussion leaders will in- 
clude Paul Smith, New York City, National 
President of TEI; William C. Warren, pro- 
fessor of law, Columbia University; and 
Alger B. Chapman, recently New York 
State Tax Commissioner. 

Topics will be: “The Tax Executive,” 
“Federal Taxation,” “Integration of Federal 
and State Taxation,” “Audit of Tax Returns,” 
a forward look into “Proposed Taxation” 
and an open forum for wider issues. B. J. 
Whitbread is chairman of the conference 
committee. 


West Virginia Institute of Accounting and 
Taxation—The Department of Economics 
and Business Administration, West Virginia 
University, in cooperation with the West 


Tax-Wise 





Virginia Society of Certified Public Account- 
ants and the West Virginia State Bar Asso- 
ciation, will hold its first annual Institute 
of Accounting and Taxation conference 
April 13, 14 and 15 in Morgantown. 

Topics will include: Basic Principles Un- 
derlying Tax Laws, The Influence of Chang- 
ing Tax Rates on Accounting and Auditing 
Procedures, Milestones in Tax Litigation, 
Tax Savings, Differences Between Accepted 
Accounting Principles and Tax Accounting, 
Preparation of Protests and Claims for Re- 
funds, What to Do About Section 102, 
Trends in Federal Estate and Gift Taxes, 
Planning the Estate, Handling Tax Fraud 
Cases and Federal Tax Legislation Under 
Consideration. 

Officials and speakers will be Morton 
Backer, Executive Director of the Institute; 
Robert Witschey, President of the West 
Virginia Society of CPA’s and President 
of the Institute; Dr. Irvin Stewart, Presi- 
dent of West Virginia University; and G. M. 
Morris, past President of the American Bar 
Association. 


Federal Bar Tax Law Institute—Under 
the auspices of the Federal Bar Association 
of New York, New Jersey and Connecticut, 
the Federal Bar Tax Law Institute con- 
ducted an income tax symposium February 
28 at the United States Federal Court House 
in New York City. 

Elmer T. Kemper, Regional Counsel of 
the Penal Division of the Treasury, spoke 
on “Treasury Enforcement Agencies”; and 
Howard Rumpf, former instructor at New 
York University, discussed “How to Reduce 
Your Taxes.” The meeting was presided 
over by United States District Court Judge 
Harold M. Kennedy and United States Com- 
missioner Edward Fay. 


Irving J. Greenspan, chairman of the Fed- 
eral Bar Tax Law Institute, plans to pre- 
sent some time this year a series of free 
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lectures on federal tax. The course will be 
open to all members of the bar and other 
accredited persons and will be held at the 
Federal Court House. The next symposium 
is scheduled for the latter part of April. 


Chicago Tax Club.—E. C. Wright, Inter- 
nal Revenue Agent in Charge for the Chi- 
cago District, spoke February 15 at the 
Electric Club in the Civil Opera Building 


in Chicago before members of the Chicago 
Tax Club. 


Wright discussed the relationship of his 
office to the Bureau and to the taxpayer, and 
the duties and responsibilities of the field 


agent who audits the taxpayers’ returns. 
The taxpayers’ rights to discuss controver- 
sial items before the audit report is written 
were explained in terms of how problems 
are reviewed by the field agents with Mr. 
Wright’s office. 

At the March 15 meeting of the club, 
Henry D. Allen, who is in the tax depart- 
ment of United States Steel Corporation, 
Pittsburgh, spoke on the proposed revision 
of the Social Security Act; the Tobin Bill, 
which would federalize unemployment in- 
surance; and the effects on company pro- 


grams of sickness and disability insurance 
legislation. 


Acme 


STOCKHOLM.—When that certain time of year comes around in the Swedish capital, 
this special tax mailbox-on-wheels is trundled out for the convenience of the taxpayers. 
It’s handy—but probably just as painful as anywhere else in the world. 
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New Table Combines 
Income and FICA Taxes 


For thirteen years employers withheld 
federal social security tax at the rate of one 
per cent, and for five years they have been 
withholding federal income tax, so that the 
procedure setup had become pretty well 
standardized. 

Then Congress let the social security tax 
rise from one per cent to 1.5 per cent, with 
the maximum social security tax withheld 
becoming $45 instead of $30, and the diffi- 
culty was this: the social security and in- 
come tax withholding are imposed under 
different laws and have been collected sepa- 
rately. But there is a variation in the wages 
that are subject to each. Income tax with- 
holding applies to the whole amount paid 
even though it may be a million dollars a 
year, while social security withholding affects 
only the first $3,000 received during the year. 

Employers have become important in the 
collection of federal taxes. The Bureau, un- 
der the impetus of the recently formed Man- 
agement Committee, is streamlining the 
withholding procedure. In four steps, the 
Treasury has gone as far as possible under 
the present law in combining the withhold- 
ing procedures which for thirteen years had 
been kept separate: 

1. A combined Form 941 for 1950 elimi- 
nates separate employers’ reports for income 





tax withholding, social security tax and fed- 
eral unemployment tax. 


2. A new punched-card system of depos- 
iting taxes went into effect for 1950. Social 
security and federal unemployment tax now 
must be paid monthly. The new form is 
Form 450. 


3. The Treasury issued a circular (Circu- 
lar E) combining for the first time in one 
place the instructions which employers must 
follow in paying over the withheld social 
security tax and federal income tax, as well 
as their own social security tax and unem- 
ployment tax. 


4. The Treasury worked out and author- 
ized, so far, the use of a weekly combined 
withholding table which covers both social 
security tax and federal income tax. 


When the new table was authorized, it 
meant that employers could put into effect 
a simplification of payroll procedure which 
had not been possible previously. Procedure 
was already established by many companies 
for 1950, but in many cases it will pay to 
change over to the new method. The extent 
of the savings depends upon payroll equip- 
ment and type of payroll. Biggest savings 
will go to companies with many employees 
whose wages fluctuate from week to week, or 
do not reach the $3,000 mark during the year. 


The Treasury’s table, a portion of which 
is printed below, has four advantages: 


For Payroll Planning, Here Is an Excerpt from the Weekly Table Combining 
Income Tax and Employees’ Federal Insurance Contributions 
Act Tax (114 Per Cent) 
This table to be used only if wages for income tax withholding and wages for 
employees’ F. I. C. A. tax are identical 


If wages are— 


And the number of withholding exemptions claimed is— 
> 0 














Tax-Wise 


0 10 
At But less The amount of income tax and F. I. C. A. tax to be withheld shall be— 
least than 
40.34 41.00..... 6.71 4.71 2.81 91 61 61 61 61 #61 #«2«.61~««.61 
41.00 41.67..... 682 492 302 1.12 .62 .62 62 .62 .62 62 ~~ «62 
41.67 42.34..... 6.93 4.98 3.03 1.08 63 63 63.63 63 63-63 
“234 43.00..... 6.94 504 3.14 1.24 64 64 64 64 64 64 «264 
43.00 43.67..... as 525 335 15 65 65 65 .65 65 65 65 
43.67 44.34..... 7.26 5.31 3.36 1.41 66 66 66 66 .66 66 .66 
44.34 45.00..... 12 3837 347 %57 67 67 67 ~—«.67 67 67 67 
45.00 45.67..... 7.48 5.58 3.68 1.78 68 68 68 68 68 68  .68 
45.67 46.34..... 7.59 5.64 3.69 1.74 69 69 69 69 69 69 = .69 
46.34 47.00..... 7.60 5.70 3.80 1.90 70 70 70 70 8 ©.70) «6.70 =.70 
700 476/...... 7o.60OUSS). COC 71 71 ge f | &| 71 71 
: 47.67 48.34..... 7.92 5.97 402 2.07 72 72 Je 2 de we. de 
48.34 49.00..... 793 603 413 223 73 73 is. 73 73 73 
49.00 49.67..... 8.14 624 4.34 2.34 74 74 1. ge: <6 Fs ae 
war | 6504... . 8.25 6.30 4.35 | 2.40 Pls 75 Yi mee 75 75 75 
i300 §6133.67..... 21.80 19.90 18.00 16.00 14.10 12.20 10.30 840 6.50 4.60 2.60 
19067 134:34..... 21.81 19.91 18.01 16.01 14.11 12.21 10.31 841 651 4.61 2.61 
134.3% 135.00..... 21.82 19.92 18.02 16.02 14.12 12.22 10.32 842 652 4.62 2.62 
16% per cent of the excess over $135 plus— 

$135 and over..... 22.28 20.33 18.38 16.43 14.48 12.53 10.58 8.63 6.68 4.73 2.78 





1. A combined figure instead of two sepa- 
rate figures can be used in withholding social 
security and income taxes in each payment 
from employees. 


2. Instead of adding up total social secu- 
rity and total income tax for the monthly 
deposit, employers can figure social security 
at 1.5 per cent of the total payroll. 


3. In the same way social security can 
be figured for the quarterly reports. The 
total withholding minus the social security 
gives the amount allocated to income tax 
withholding. 


4. When employers report amounts with- 
held from employees every year the social 
security can be figured at 1.5 per cent of 
the total wage payment (not over $45) and 
the rest of the amount withheld can be allo- 
cated to income tax. 


Tables for weekly, biweekly, semimonthly, 
monthly and daily or miscellaneous payroll 
periods are available. 


The new combined withholding method is 
optional with employers. Where it can be 
used effectively, it eliminates the necessity 
of making a separate FICA and withheld 
income tax computation for each pay period, 
and it eliminates the necessity of running 
totals of each tax for monthly deposits, 
quarterly reports on Form 941 and annual 
reports to employees on Form W-2. It does 
require effective controls for withholding 
income tax only when employees have been 
paid $3,000 in any one year. The new pro- 
cedure was announced late in February, so 
that it can be used for remaining wages in 
1950. The first quarterly return of 1950 
withholding is due April 30, 1950, covering 
January, February and March wages. The 
1.5-per-cent method of allocating FICA tax 
can be used for the April, 1950 Form 941. 


United States and Greece Agree 
in Two Tax Conventions 


Two conventions between the United 
States and Greece, for the avoidance of 
double taxation and the prevention of fiscal 
evasion on estates and income, were signed 
February 20 in Athens, according to infor- 
mation received by the Department of State 
from the American embassy in Athens. 


The conventions contain provisions sub- 
stantially similar to those already in force 
with Canada, the United Kingdom and 
France, and those in proposed conventions 
with South Africa, Norway and Ireland. In 





Acme 


CLEVELAND.—Arrested March 7 for fail- 
ing to file a 1946 income tax return, Fred 
N. Acker promptly and publicly said he 
had not filed a return since 1943. Believing 
the tax “excessive,” he plans to make his 
case a test of the constitutionality of federal 
income tax. Officials think he may owe as 
much as $90,000. 


general, the agreements would eliminate 
double taxation, either by means of a specific 
exemption from taxation in one or the other 
of the countries, or by means of a credit al- 
lowed by one of the countries for taxes paid 
to the other. 


Both conventions with Greece must still 
be ratified, and the instruments of ratifica- 
tion must be exchanged before they come 
into force. The estate tax convention will 
become effective on the date of the exchange 
of instruments of ratification, but only as to 
estates or inheritances in the case of persons 
who die on or after that date. The income 
tax convention will become effective Janu- 
ary 1 of the year in which the exchange of 
instruments takes place. 


CED Makes Tax Recommendations 


J. Cameron Thomson, President of the 
Northwest Bancorporation, Minneapolis, ap- 
peared March 1 before the House Ways and 


(Continued on page 381) 
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Victor H. Self ... 
Tax-Exempt Organizations 


Washington Tax Talk 





Our Cover 


Victor H. Self, whose picture appears on 
our cover, is Deputy Commissioner of In- 
ternal Revenue in charge of the Employment 
Tax Unit. That unit administers the em- 
ployee and employer taxes under the Federal 
Insurance Contributions Act, the employer tax 
under the Federal Unemployment Tax Act and 
the taxes under the Railroad Retirement Tax 
Act. As the result of the adoption of a 
new combined form, Form 941, to be used 
for the quarterly reporting of the employee 
and employer taxes due under the Federal 
Insurance Contributions Act and of income 
tax withheld from wages, the function of 
administering the last-named tax has re- 
cently been transferred to the Employment 
Tax Unit. 

Deputy Commissioner Self is a native of 
Tennessee, with thirty-eight years’ experi- 
ence in government work. He graduated 
from Oakland Seminary, Tennessee, with an 
A. B. degree. He began his government 
service in 1912 as an employee of the Post 
Office Department. In July, 1921, he was 
transferred from the Post Office Department 
to the Bureau of Internal Revenue as an 
Assistant Supervisor of Collectors’ offices, 
a field position. On October 1, 1923, he 
was appointed Head of the Office Accounts 
and Procedure Division, and on August 16, 
1929, he was advanced to the position of 
Assistant Deputy Commissioner of the Ac- 
counts and Collections Unit. Following the 
enactment of the Social Security Act he 
organized into a new unit (now known as 
the Employment Tax Unit) a force of about 
500 employees engaged in administering the 
taxing provisions of the new law. In addi- 
tion to his duties in connection with the 
employment taxes, he served as Deputy 
Commissioner of the Accounts and Collec- 
tions Unit from 1944 to 1946. 


Washington Tax Talk 


The President 


Oleo Tax Repeal.—The federal taxes on 
oleomargarine will be lifted July 1. The 
President’s signature of H. R. 2023 on March 
16 repeals (1) the tax of one quarter of one 
cent per pound on oleo, (2) the tax of ten 
cents per pound on yellow oleo and (3) the 
special taxes levied upon manufacturers, 
wholesalers and retailers dealing in oleo. 


Congress 


Credit for Health Insurance.—H. R. 6819 
would enact a new Code Section 36 which 
would promote the use of public or private 
plans for health insurance. The bill was 
introduced last January 17 and is still in 
the Committee on Ways and Means. It 
would allow as a credit against federal in- 
come taxes a percentage of the amount 
paid as premiums or subscription charges 
for such insurance, and the percentage 
would vary with the taxpayer’s adjusted 
gross income as follows: 


Taxpayer's Adjusted Amount of 


Gross Income Credit 
$2,000 or under ....... 90% 
$2,001— $4,000 ....... 85% 
$4,001— $6,000 ....... 80% 
$6,001— $8,000 ....... 75% 
$8,001—$10,000 ....... 70% 
$10,000 or over ........ 60% 


Tax-Exempt Organizations.—“A Bill to 
prevent the use of tax-exempt organizations 
and charitable and educational trusts for 
tax-avoidance purposes” was introduced in 
the House on February 24, 1949. (H. R. 
2976, 8lst Congress, Ist session (1949).) 
Although no action has been taken on the 
bill since it was referred to the Committee 
on Ways and Means, its subject matter is 
now receiving much attention in Washing- 
ton and the rest of the country. The bill 
would amend applicable sections of the Code 
dealing with the tax exemption, the filing 
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and publicity of returns, and the deductions 
in lieu of charitable contributions of charita- 
ble and educational trusts. The principal 
change would amend Section 101 (6) of the 
Code as follows: 


“Exemption under this paragraph shall be 
denied to any charitable educational trust 
or foundation (1) unless it distributes or 
expends (exclusively for the purposes speci- 
fied in this paragraph) within its annual 
accounting period . . . or within sixty-five 
days after the close thereof, 75 per centum 
or more of its income (other than gains 
from the sale or exchange of capital assets 
added to the principal of such trust or foun- 
dation) received during such accounting 
period or (2) unless an accumulation during 
such period of income in excess of 25 per 
centum is authorized by the Commissioner 
pursuant to a plan which restricts the use 
of such accumulation and any income there- 
from exclusively to the purposes described 
in this paragraph.” 

This provision travels the middle ground 
between the conflicting views on the ques- 
tion of whether tax-exempt institutions 
which themselves engage in trade or manu- 
facture, or which own subsidiaries engaging 
in trade or manufacture, should be denied 
their exemption under Section 101 of the Code. 

Those attacking the exemption argue as 
follows: 


(1) The increase in the number of com- 
mercial enterprises that have come under 
the operation and control of tax-exempt or- 
ganizations constitutes a threat to our eco- 
nomic system, since (a) the tax-exempt 
company is in a better position than the 
tax-paying company to accumulate large 
surpluses during good years to weather 
periods of business crisis and (b) even 
though the income tax is not a cost of pro 
duction, people will not risk their capital to 
the hazards of trade for less than a certain 
minimum profit, and the exemption there- 
fore constitutes a substantial benefit to a 
competitor. 


(2) By various estimates the government 
loses some $50 million annually in taxes, 
which burden is shifted to other taxpayers. 

(3) The exemption presents large possi- 
bilities for tax evasion. 


To these arguments, those favoring the 
exemption reply in this manner: 


(1) The system of free and competitive 
private enterprise is not endangered by the 
exemption, since (a) the accumulation of 
huge surpluses in a number of tax-paying 
industries under the highest rates of taxation 
indicates the exemption is unimportant in 


296 





April, 1950 @ 


this respect and (b) the implied demand for 
“a certain minimum profit” seeks a privi- 
leged position rather than a competitive 
opportunity. 

(2) If the estimate of $50 million in taxes 
lost by the exemption is approximately ac- 
curate, it is fair and just that the burden 
should be shifted as it is, since (a) the tax- 
exempt organizations perform public serv- 
ices, the cost of which government might, 
could or should bear, and in certain cases 
(e. g., education and religion) it is much 
better that private institutions perform these 
functions than that government perform 
them; and (b) increased costs and operating 
deficits can be offset only with larger sur- 
pluses, and the acquisition of these larger 
surpluses would be immensely more difficult 
without the exemption. 

(3) The abuses should be remedied by ap- 
propriate legislative or administrative action, 
but the fact that there have been abuses does 
not justify the entire curtailment of the 
exemption. 

An interesting discussion of the entire 
problem, with a detailed consideration of 
most of the above arguments, may be found 
in Maurice Finkelstein, “Freedom from Un- 
certainty in Income Tax Exemptions,” 48 
Michigan Law Review, February, 1950, pages 
449-464. 


HE PROBLEMS presented by H. R. 
2976 and the above discussion were high- 
lighted last February 7 by the Treasury De- 


partment’s Supplementary Statement on 
Tax-Exempt Organizations before the 
House Ways and Means Committee. The 


recommendations contained in the statement 
include the following: 


(1) Unrelated business activities of char- 
itable and educational organizations, busi- 
ness leagues, labor unions, and social clubs 
should be subject to tax at the ordinary 
corporate rates. 

(2) If a separate organization conducts 
those activities for the exempt institution, 
the entire income of the separate organiza- 
tion should be taxed. 

(3) The rental income from commercial 
and industrial properties acquired by exempt 
institutions under long-term leaseback ar- 
rangements should be subject to taxation in 
the same proportion that the unpaid in- 
debtedness on the property bears to the total 
purchase price. 

(4) Trusts and foundations which are pri- 
vately controlled and which are not sup- 
ported by the general public should be 
required to pay out substantially all net in- 
come for the stated exempt purposes within 
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a specified period after the close of the tax- 
able year, though in some cases a reserve for 
contingencies should be required as a matter 
of prudence. 


(5) Contributions to the organizations 
mentioned in (4) immediately above should 
not be allowed as deductions for income, 
estate, and gift tax purposes unless the in- 
strument under which the organization is 
established affirmatively provides, and the 
organization is operated in accordance there- 
with, that no part of the organization’s assets 
may be loaned to the founder of the organi- 
zation or any of its officers or trustees, or 
any member of their families or to a cor- 
poration controlled by them; that only a 
reasonable compensation for services actu- 
ally rendered may be paid to such persons 
by the organization; that the services of the 
organization may not be made available to 
such persons on a preferential basis; and 
that no substantial part of the assets of the 
organization may be used to purchase securi- 
ties or other property from such persons. 


(6) In the cases of those private organi- 
zations that are created to continue control 
of an existing business by the donor or his 
family, deductions for contributions should 
also be disallowed for the income, estate and 
gift taxes. 


The Treasury statement winds up with 
the assertion that “it is not intended to 
hinder ordinary charitable and other exempt 
purposes. The objective is to eliminate 
existing abuses. .. .” 


From Witchcraft to Taxes.—Know ye: 
“That all women of whatever age, rank, 
profession or degree, whether virgins, 
maids, or widows, that shall, from and 
after such Act, impose upon, seduce and 
betray into matrimony, any of His Majesty’s 
subjects, by the scents, paints, cosmetic 
washes, artificial teeth, false hair, Spanish 
wool, iron stays, hoops, high heeled shoes, 
bolstered hips, shall incur the penalty of the 
law in force against witchcraft and like mis- 
demeanors and that the marriage, upon con- 
viction, shall stand null and void.” 1770. 
English Parliament. 


How much wiser would Parliament have 
been had it taken advantage of human van- 
ity and merely taxed cosmetics—and how 
much more lucrative would the bill have 
been. For the fiscal year of 1949, Uncle Sam 
took in $93,969,000 in cosmetic excise taxes! 


Cosmetics have been used by almost every 
people on earth and probably originated 
thousands of years ago in Cathay. Our first 
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records come from Egypt, where, from 5,000 
to 3,500 B. C., cosmetics were placed in ala- 
baster vases and buried with Pharoahs. The 
beautiful Cleopatra painted the under side 
of her eyes green, her lids, lashes and brows 
black, dyed her fingernails, palms and soles 
of her feet with henna, combed her hair with 
metal and shell combs and surveyed the 
results in a metal mirror. She used oils per- 
fumed with myrrh, frankincense and spiken- 
ard mixed into sesame, olive or almond oils. 
Jezebel, too, used cosmetics and perfumes, 
and the Koran tells of the cosmetics used 
by Arabian women. From the Near East, 
the Greeks and Romans, both men and 
women, learned to use cosmetics, rapidly 
adding their own ideas and discoveries. Hair 
and skin bleaches from Gaul were, perhaps, 
most startling at that time. 


During the Crusades, knights returned to 
West Europe and England with cosmetics— 
which the women soon borrowed from their 
husbands. The wine or milk bath was a 
necessity to the fastidious courtier in the 
days of Charles II. To France the Empress 
Josephine brought exotic cosmetics from 
Martinique; and it was then, in France, that 
the cosmetic industry was born and devel- 
oped on a scientific basis. 

In Cavalier Virginia, cosmetics were used 
by both sexes, but in New England the habit 
was frowned upon, even outlawed for a time. 
But the cosmetic habit grew and an industry 
began in the United States. In 1939, there 
were 539 establishments in the field, and 
over a thousand brands of face powder alone. 
In 1935, the four largest firms manufactured 
one fourth of the total output and the eight 
largest companies manufactured forty-one 
per cent of the total. These larger compa- 
nies manufactured almost every kind of toi- 
let preparation. Sales of toilet preparations, 
estimated from tax collections, totaled $482.2 
million in 1946, 

Cosmetics include, for excise tax purposes, 
perfumes, essences, extracts, toilet waters, 
cosmetics, petroleum jellies, hair oils, hair 
dyes, aromatic cachous, toilet powders and 
similar substances to be used or applied for 
toilet purposes. From time to time soaps 
and toothpastes were also included. 

The first excise tax, a stamp tax, was 
levied by the federal government in 1914. 
In 1917, 1932 and 1940, taxes were two per 
cent, ten per cent and eleven per cent, re- 
spectively, of manufacturers’ prices. The 
1941 and 1943 levies were ten and twenty 
per cent of the retail price. Revenue in 1947, 
from cosmetics alone, was $95,500,000. 

Witchcraft or not, the habitual use of cos- 
metics by the people of the United States. 
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has proved lucrative for the government. 
Far from annulling marriages and punishing 
the lipstick-wielding offender, Uncle Sam 
may well hope, instead, that the people use 
even more, for it all helps to “balance the 
budget.” Even with the proposed reduc- 
tion of excise taxes on cosmetics and 
jewelry from twenty per cent to ten per 
cent, Uncle Sam’s revenue should exceed 


$100,000,000. 


Supreme Court 


Interest from Federal Securities. — An 
appeal was filed with the Court on Febru- 
ary 20, 1950, in the case of Commonwealth 
of Pennsylvania v. Curtis Publishing Company 
(No. 617). The Pennsylvania Supreme 
Court had held (CCH PENNSYLVANIA TAx 
Reports { 200-198) that interest from fed- 
eral securities issued after March 1, 1941, 
is not subject to the Pennsylvania corporate 
net income tax since interest on state 
securities is excluded from the measure 
of the tax. 


Suit Against the State—The Court on 
February 20, 1950, in a per curiam order 
continued the appeal filed in the case of 
Georgia Railroad & Banking Company v. 
Redwine. The court stated that “inasmuch 
as the Attorney General of Georgia stated 
at the bar of this Court that plain, speedy 
and efficient state remedies were available 
to appellant, the cause is ordered continued 
for such period as will enable appellant with 
all convenient speed to assert such remedies.” 


The United States District Court, North- 
ern District of Georgia, had held (CCH 
GeEorGIA TAx Reports § 23-826) that a tax- 
payer, exempt by legislative charter from: 
ad valorem taxes, who brings suit to enjoin 
the collection of such taxes is attempting 
indirectly to compel specific performance of 
a contract with a state. This is not per- 
missible as it is a suit against the state. 


The Commissioner 


Withholding Tax Administration. — All 
duties in connection with the administration 
of income tax withholding (under Code Sec- 
tion 1622) are transferred from the Income 
Tax Unit to the Employment Tax Unit, 
effective April 1, 1950. (Mim. 6486 of 
March 16, 1950.) This change does not, 
however, include jurisdiction over such 
questions as the accuracy of the assessment 
or over any other questions arising under 





Chapter 1 of the Code, and questions as to 
whether a particular payment constitutes 
wages subject to withholding will be referred 
by the Employment Tax Unit to the Income 
Tax Unit for consideration and advice. 


China Trade Act Corporations.—Because 
of the unsettled political situation in China, 
the Bureau has announced an extension to 
September 15, 1950, for the filing of calen- 
dar year 1949 returns by China Trade Act 
corporations. Payment of taxes shown to 
be due on such returns need not be made 
until September 15, 1950. If payment is 
deferred, however, there will be an interest 
charge of six per cent on any 1949 taxes 
due, beginning with March 15, 1950. The 
extension also applies to any distribution 
of “special” dividends. Even if such a divi- 
dend out of 1949 earnings is not paid until 
September 15, 1950, it will be allowed as 
a credit against 1949 net income. 


Depletion.—The Bureau has ruled that a 
coal-stripping contractor may be entitled 
to a deduction for depletion, even though 
the contract with the coal company may 
carry some aspects oi agency or employ- 
ment. The fact thet the contractor does 
not acquire legal titie to the coal will not 
be controlling. Generally, the contractor 
may take the deduction where the contract 
is not terminable at the will of, or on 
nominal notice by, the coal company. 


Group Insurance Plans.—Premiums paid 
by an employer for permanent forms of 
insurance will now be classified as taxable 
income to the employee. (Mim. 6477 of 
February 23, 1950.) 

Section 29.22(a)-3 of Regulations 111 pro- 
vides that “Premiums paid by an employer 
on policies of group life insurance covering 
the lives of his employees, the beneficiaries 
of which are designated by the employees, 
are not income to the employees.” 

According to the Commissioner, this rule 
had its origin in a 1920 Law Opinion, and 
the insurance referred to in that opinion 
differs from so-called group-permanent life 
insurance in that the permanent insurance 
provides substantial economic benefits “usually 
including increasing values of paid-up con- 
tinued insurance or other benefits for em- 
ployees. Thus, under permanent forms of 
insurance, employees are provided with 
something more than current term insurance 
which does not have paid-up or other sub- 
stantial values and which is dealt with in the 
above-quoted provision of the regulations.” 
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FEDERAL EXCISE TAXES 


erINHE POWER OF TAXATION is one 

of vital importance . . . . Taxation is said 
to be an absolute power .. . and like sov- 
ereign power of every other description, is 
trusted to the discretion of those who use 
it.... That the power to tax involves the 
power to destroy ... [is a proposition] not 
to be denied.... [There is a limit beyond 
which no institution and no property can 
bear taxation.] Taxation ... does not nec- 
essarily and unavoidably destroy. To carry 
it to the excess of destruction would be an 
abuse, to presume which, would banish that 
confidence which is essential to all gov- 
ernment.” 

In his decision on the famous case of 
M’Culloch v. The State of Maryland et al., 
Chief Justice Marshall more than one hundred 
years ago wrote the above words. Those same 
words can be applied to the general scheme 
of taxation under which we operate today 
in our federal, state and local governments. 
There have been many instances where oppres- 
sive taxes have driven citizens or businesses 
out of the jurisdiction of cities or states, 
for it is natural to attempt to avoid taxation 
in any form. 


However, when taxes become oppressive 
Or are discriminatory because of abuse of 
the taxing power, we find more opposition 
to them, until the final outcome is rebellion. 
History is replete with such cases, outstand- 
ing among which may be mentioned the 
Boston Tea Party and the Whiskey Insur- 
rection. For a long time now there has 
been a rebellion against the retailers’ and 
other excise taxes. It is true that this rebel- 
lion may be in the nature of a mild form of 
protest, but nevertheless it does exist by 
reason of the fact that the citizens are on 
strike against the payment of special levies 
on certain articles or services which they 
wish to acquire or enjoy. The people have 
decided that such levies are now improper 
and unbearable and they therefore refuse to 
deal on that basis. 


Consequences of Burdensome Taxes 


Because many people will not willingly 
subject themselves to an extra charge added 
to the price of certain goods, the merchant 
in many cases does not make sales and the 
goods remain on his shelves. Since his sales 
suffer to that extent, his profits also suffer 
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and he pays less income tax on the year’s 
operations, and so the government receives 
less revenue from that source, in addition 
to the loss of excise tax on the goods that 
were not sold. 


A further result is that the wholesaler or 
jobber also loses business because the re- 
tailer need not restock to the full extent, 
and again the government loses revenue, 
because of the failure of the wholesaler or 
jobber to make more profit. The next step 
involves the manufacturer of those goods, 
who no doubt will curtail production to the 
extent of the goods that the consumers 
refuse to buy, as a result of which the man- 
ufacturer earns less profit and pays less 
income tax to the government. 


Beyond these steps may be considered 
curtailment of operations because the re- 
tailer can do without some of his sales 
clerks and other employees, the wholesaler 
or jobber can discharge some of his help, 
and the manufacturer likewise will reduce 
his factory force or close his plant for a 
period of time. All of which results in 
unemployment of workers and others, all 
of whom will pay less income taxes because 
they have earned less income. In some 
cases, income will be reduced, not only be- 
cause of part-time work, but because of the 
lowering of the rates of earnings or wages 
in the affected trades. A further loss to 
the government is suffered because of un- 
employment compensation paid to those who 
are thrown out of work. 


The sequence illustrated in the preceding 
paragraphs does not complete the cycle, for 
the reason that whatever business is not 
done in a particular line affects other lines 
or products. For example, if the manufac- 
turer does not produce because he has no 
work, he will not have to acquire raw 
materials and other supplies needed in his 
manufacturing processes; he will not have 
to acquire new equipment and-plants; and 
he will not have to keep his present facilities 
in good operating condition. The effect is 
conveyed beyond the lack of need for ma- 
chinery and buildings to the workers who 
are engaged in those lines, so that if the 
demand for facilities is reduced, there is 
bound to be unemployment in those related 
businesses which furnish the plant and supply 
the manufacturer. Again the government 
loses revenue because of the loss of business 
and income in the lines which provide ma- 
terials, supplies and facilities; because of 
the loss of earnings by the workers on 
account of unemployment; and finally, be- 
cause of unemployment compensation paid 
to the latter. 
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This process revolves in further sequences 
until it is impossible to compute the extent 
of the loss of business from the beginning 
to the end; the extent of the loss of tax 
revenue to the government, because of les- 
sened income of both the companies and 
the employees; and the extent of the unem- 
ployment compensation payments all along 
the line. In connection with unemployment 
compensation paid to those out of work, it 
should be noted that such payments do not 
compare with the earning power of the 
workers, so that a person receiving any of 
such funds will not be able to afford any 
goods and services other than the bare 
necessities. Asa result, such an unemployed 
worker will not be in the market to purchase 
other goods, without even mentioning his finan- 
cial status if he remains unemployed longer 
than his benefit period. 


The illustrations reviewed above clearly 
indicate the effect of restriction on any line 
in the economic system. First there is loss 
of business, then there is curtailed produc- 
tion, then there is unemployment of workers 
and, finally, there is loss to the government 
because of those steps. But the sequence 
occurs over and over again until the end 
result is disastrous, and affects, not only the 
furrier, jeweler and luggage man, but the 
manufacturers and all persons and activities 
in the country. This is what has occurred 
because “the power to tax is the power to 
destroy.” 

To a considerable degree this situation is 
evidenced by the three or four millions of 
unemployed workers at a time when an 
enormous demand still exists for goods and 
services. If there is an unfilled demand for 
those things, and there can be no doubt 
about that, then any unusual unemployment 
is caused by interference with the laws of 
economics and is therefore unnatural and 
unnecessary. 

For more than two years business failures 
have consistently totaled two or three times 
the experience in a prior period. In four 
different months of 1949, business failures 
numbered over 800. The record of commer- 
cial and industrial failures, which appears on 
the opposite page, indicates the unsatisfac- 
tory trend. 

The retail trade has been hit hard, failures 
during 1949 increasing from ninety-four per 
cent over the year 1948, to 247 per cent over 
the year 1947. The month of January in 
the current year (1950) continues the trend, 
total failures increasing from fifty-three per 
cent over January, 1949, to 143 per cent over 
January, 1948. 
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r It is recognized that certain of those fail- 
vad ures were caused by lack of capital and 
ie experience of the many operators who rushed 
vee into various enterprises upon the conclusion 
an of the war. On the other hand, when fail- 
- ures reach such high numbers as 200 per 
oon week, and 800 or 900 per month, other causes 
ae must be suspected. One of the major causes 
“on of failures has been inadequate sales volume, 
in which has made it impossible to overcome 
™ high operating costs and expenses. 

ed Every person has the right to engage in 


to business enterprise and to operate profitably 
without the handicap of unfavorable con- 
ditions brought on by artificial means. The 





pe continuation of excessive business failures 
pond and unemployment can result only in com- 
ren plete destruction of the finance and economy 
we of the country. 
bt For a long time during 1949 serious concern 
nt was expressed as to whether we were experi- 
of encing a business recession, and whether the 
nd situation would develop into a dreaded depres- 
sion. Naturally these terms and the thought 
me that we might enter into a period of bad 
ave times were discouraging to many people 
- who were hoping for more prosperous times, 
wk accompanied by a better standard of living 
nis and a more enjoyable life. However, fears 
oa were dispelled by improved conditions 
brought about by the need of merchants to 
al replenish their low inventories of stock for 
the approaching Christmas season, and the 
res concerted effort by which the thoughts of 
Der the public were turned into a more cheer- 
ver ful and promising direction. 


in It can be expected that the present at- 


nd, titude will continue for the immediate 
per future because of the momentum of busi- 
yer ness activity, aided by the strong demand 


in certain lines, such as steel, automobiles 
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and housing. Acting as a stimulant for a 
short period of time will be the vast sums 
paid out in the form of veterans’ insurance 
dividends and state bonuses. It may not 
always be possible to find reasons for pour- 
ing out millions and billions of dollars to 
keep the buying public supplied with funds 
to maintain production. When these spe- 
cial government disbursements become ex- 
hausted, resort will have to be made to other 
public spending projects to act as recurring 
stimulants. 


Without such drastic action it seems safe 
to predict that the situation will revert to 
increased unemployment and decreased busi- 
ness activity. The unfavorable situation which 
existed last year will then reappear and we 
will be back where we started. The develop- 
ments which were reflected in aggravated 
form at that time were merely temporarily 
submerged and no remedial action of any 
kind has been taken to correct the underly- 
ing problem. Consequently, since the causes 
have not been removed, the effects are bound 
to reassert themselves at the eariiest op- 
portunity. 


To have stability in our economic system, 
it is imperative that all parts must function 
smoothly. It is impossible to obtain sta- 
bility if any part is discriminated against to 
the extent that it cannot operate properly. 
If customers refuse to buy certain goods 
because of special excise taxes, so that pro- 
duction must be curtailed and unemploy- 
ment results, then the system will be dis- 
turbed and will not function in complete 
harmony. The only way that stability can 
continue on a permanent basis is by insistence 
that no part of the system will be permitted 
to become a drag on the national economy. 


301 






































































































There must be free enterprise and full pro- 
duction without hindrance on account of 
business failures or unemployment in some 
particular field. 


There is no intention to infer that the 
imposition of special excise taxes is entirely 
to blame for the unfavorable business con- 
ditions which we have experienced. Cer- 
tainly, the struggle of the unions for higher 
wages and extended security and welfare 
plans, resulting in prolonged strikes in the 
coal, steel and automobile industries, has 
caused serious disruption of the national 
economy. When many thousands of workers 
lose their income because of strikes, they are 
thrown out of the market for goods and 
services, and may not even be able to afford 
the necessities of life. 

While labor strikes have an over-all effect, 
the buyers’ strike against improper taxes 
also has had drastic consequences. There 
should be little doubt that retailers’ excise 
taxes have a great bearing in developing a 
state of business stagnation which, after a 











certain period of time, becomes pronounced. 
It should be realized that the cumulative 
effect of the loss of business in certain 
lines for more than two years cannot be 
ignored forever, and unless those lines can 
be displaced by complete absorption into 
other lines, the effect will continue to ac- 
cumulate and will even extend into related 
fields. 


Comparison of Taxes and Business 


The contention stated above can be sub- 
stantiated by the record of collections of 
the retailers’ and certain other excise taxes 
for the fiscal years ended June 30 of 1947, 
1948 and 1949, as reported by the United 
States Treasury. The table below shows 
a comparison of the excise tax collections of 
certain items during the last three fiscal 
years, and conversion thereof into the tax- 
able business of those lines in order to ascer- 
tain the amount of business lost during 
that period. 





























Excise Tax Decrease Taxable Reduction 
Collected in Tax Business in Business 
Item 6/30/47 6/30/48 6/30/49 6/30/47 6/30/48 6/30/49 
(In millions) 
Furs se $ 97.5 $ 17.9 $ 35.5 $ 487.4 $ 89.7 $177.7 
Re ee a» ‘eee 18.7 25.9 1,183.1 93.6 129.6 
ee 84.6 4.0 2.0 422.9 19.8 9.9 
Toilet preparations ..... 95.5 3.7 1.6 477.7 18.4 7.8 
Total retailers’ .....$ 514.2 $ 44.3 $ 65.0 $2,571.1 $221.5 $325.0 
Admissions to: 
Theatres, etc. ..... $ 392.9 $ 7.8 S 7: $1,964.4 $ 38.9 S 35.1 
Cabarets, etc. ...... 63.3 9.8 14.5 316.7 49.1 sen 
Total admissions ..$ 456.2 $ 17.6 S$ 21.5 $2,281.1 $ 88.0 $107.6 
fe a $2,474.7 $219.4 $264.1 (not convertible) 





Total—all items 


incite $3,445.1 $281.3 





The foregoing figures speak for them- 
selves, and very emphatically indicate that 
the people have refused to pay to their 
government a bounty of $281,300,000 in one 
year and $350,600,000 in the other year, in 
only seven lines of business. As a result, 
business in six categories was lost, to the 
extent of $309,500,000 in one year and 
$432,600,000 in the other year, which is ex- 
clusive of the dollar value of business lost 
by the liquor industry. 

How long is it possible to inflict upon the 
citizens excise taxes which they refuse to 
pay? How high will the decrease in such 








$4,852.2 $309.5 $432.6 









tax levies go in the current fiscal year? 
Can anyone believe that a proven failure 
should be prolonged indefinitely? To insist 
that such a situation must continue cer- 
tainly would be nonsensical and shortsighted 
if the good of the country is considered. 


Again, it must be pointed out that the 
imposition of excise taxes may not account 
for the entire loss in business shown above. 
While the above analysis extends only to 
June 30, 1949, during recent months there 
has been a tendency on the part of business- 
men to stimulate buyers’ interest by price 
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reductions. In some cases merchants have 
found it expedient to lower the price of an 
article to the extent of the excise tax, which 
is the same as compelling the merchant him- 


self to absorb the special levy in order to . 


make a sale. But that method was not con- 
templated under the theory that excise taxes 
were imposed upon the customers in the 
case of certain goods. 


Other factors also have a bearing on the 
decreased volume of business. Increasing 
diversion of sales into nontaxable lines 
would share some blame, although that 
would be caused primarily by the presence 
of excise taxes. The uncertainty concerning 
the lifting of the excise taxes during the 
past several months has created a solid 
barrier against sales, and it should be real- 
ized that any vague threats that excise taxes 
will not be repealed or reduced will not sell 
any article, except in the case of immediate 
need. A mild winter naturally will have a 
depressing effect on the sale of furs; that is, 
if they are necessities and not luxuries. Also 
to be considered is the condition of business 
generally; if the general business index is 
down two per cent or three per cent, as 
was the case during the year 1949, then that 
same decline probably will be reflected in 
the special lines under discussion. 


While all the above factors are contribu- 
tory causes to decreased sales volume, they 
did not exist to any great extent during the 
two fiscal periods for which a large reduc- 
tion in business is indicated above. It is 
contended, therefore, that the loss experienced 
has been caused more by the incidence of 
excise taxes than by any other factor. The 
period involved had the advantage of a con- 
tinuing satisfactory wage level, as well as 
tremendous sums tied up in savings accounts 
and investments. To lay the blame on some 
other economic factor would be an accusa- 
tion that the affected trades did not know 
how to sell their products. 


Function of Government 


In view of the above, it must be concluded 
that the excise taxes have a disastrous effect 
on business. It has never been the function 
of any government to impede, hamper, in- 
terfere with or restrict business and industry 
Or any endeavor of its citizens, except for 
purposes of regulation in the exercise of 
proper governmental authority. If at any 
time there is a definite indication that there 
is interference with the economic progress 
of the country and the well-being of its 
citizens, it becomes the immediate duty of 
that government to introduce corrective 


Federal Excise Taxes 


measures. Specifically, if by reason of the 
indiscriminate levying of an excise tax, any 
particular business suffers through loss of 
sales, such levy must be eliminated without 
delay. No authority has the right to decree 
that in one year furriers should lose 
$177,700,000 of business, or that jewelers 
should lose $129,600,000 of business, or that 
the operators of cabarets and roof gardens 
should lose $72,500,000 of business. 


On the other hand, no authority has the 
right to deny a citizen the use of a fur or 
of jewelry or of luggage or admission to a 
theatre or cabaret. In other words, a citi- 
zen should have the privilege of buying and 
possessing any article he desires, as long as 
the merchandisers can supply the demand 
for any article. In the same way, families 
of a low-income status should not be penal- 
ized by admissions tax when they desire 
some form of entertainment or enjoyment 
such as attending a movie. Perhaps addi- 
tional theatres would be required if the cost 
of attendance were reduced to a reasonable 
amount without taxes. 


Transportation Tax 


The same theory applies to the transpor- 
tation tax on persons, by which many people 
are forced to forego the pleasure of travel 
because with the addition of the federal tax 
the cost becomes prohibitive. If all the 
people who desired to travel were unre- 
strained because of the elimination of the 
extra fifteen per cent that is added to the 
price of a train ticket, the railroad coaches 
would experience greater numbers of pas- 
sengers. In the same position are the air- 
lines, which could increase their business, 
except for the fact that the fifteen per cent 
transportation tax places the travel cost be- 
yond the reach of many prospective plane 
travelers. 


It is generally conceded that the additional 
charge of fifteen per cent for the excise tax 
on persons is drastically affecting railroad 
travel. Because the operation of a railroad 
requires a large fixed overhead expenditure, 
the only way to have an excess of passenger 
revenue over operating expense is to carry 
maximum loads. As statistics show that the 
federal tax is a deterrent to travel, it is evi- 
dent that there should be no extra charges 
in travel cost which discourage people from 
taking trips. The fact that the railroads 
themselves discourage traveling by increas- 
ing their passenger rates is not inconsistent 
because, when operations are at a loss, it is 
expedient to reduce travel in order to cut 
down the deficit to a minimum. Such action 
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may have the effect of lowering the operat- 
ing deficits but it will never solve the real 
difficulty, since it will merely aggravate un- 
employment and cause curtailment of ex- 
penses, which in the end will adversely 
affect the economic chain of production and 
personal incomes, 


Reduced Rail Profit 


The Pennsylvania Railroad reported that 
for the year 1949 it had reduced operating 
expenses $100 million, of which over $67 
million was in transportation and over $32 
million was in maintenance. The picture 
reflected thereby is not necessarily one that 
can be cheered but,: on the contrary, it 
may represent tragedy. That is so, for the 
reason that a large percentage of railroad 
operation depends upon manpower and, if 
costs are curtailed, it is certain that a 
large share falls upon labor. Many employees 
are required in the categories of transporta- 
tion and in the maintenance of way and 
structures and equipment. The reduction of 
the labor force represented by millions of 
dollars, as well as the cumulative effect of 
decreased purchases of materials and sup- 
plies at the secondary level, cannot give rise 
to a healthy economy or prosperity. 


The only sensible solution would seem to 
call for returning railroad travel to the 
basis whereby volume traffic could be assured 
throughout the year. In that event, a re- 
versal could be expected in the trend of the 
last two years, during which not one rail- 
road was able to earn a profit from passenger- 
train operations. 


Tax on Telegrams 


The same story relates to the field of 
communication, where we find some business- 
men resorting to the use of the mails in order 
to avoid extra charges added as tax. But 
that expedient has the effect of interfering 
with the full and unrestrained use of long 
distance telephone and: telegraph service, 
thus diverting business to a nontaxable 
service. The Western Union Telegraph 
Company reports that it is being ruined by 
the discriminatory tax of twenty-five per 
cent on telegrams, the operating loss having 
reached as high as $5,000,000 during only 
nine months of 1949. 


Conditions in Selected Lines 


The conditions existing in certain selected 
lines are as follows: 


Furs—The foregoing tabulation shows a 
reduction in business of eighteen per cent 


for 1948 and thirty-six per cent for 1949, 
both compared with the fiscal year ended 
June 30, 1947. Otherwise the industry re- 
ports that sales declined seventeen per cent 
for the year 1948 compared with the year 
1947, but for the month of December, 1948, 
the decline was twenty-one per cent com- 
pared with December, 1947. For the 1949 
period, the fur business in Philadelphia suf- 
fered a further decline of fifteen per cent 
compared with the lowered sales figure of 
the corresponding period in 1948. The whole- 
sale fur business in New York reports that 
seventy-five per cent of their workers have 
been unemployed because customers refuse 
to be subjected to the twenty per cent excise 
tax; many other workers in that trade are 
being employed on a part-time basis. It is 
reported that still further impairment of 
sales occurred during the final months of 
1949. The collection of excise tax during 
the last three months of 1949 was fifty-seven 
per cent under the collection for the cor- 
responding period of 1946, 


Jewelry—The tabulation shows a reduc- 
tion in business of eight per cent for 1948 
and eleven per cent for 1949, both compared 
with the fiscal year ended June 30, 1947. For 
the 1949 period, the trade suffered a fur- 
ther decline of nine per cent compared with 
the lowered sales figure of the correspond- 
ing period in 1948. The collection of excise 
tax during the last three months of 1949 
was twenty-six per cent less than the collec- 
tion for the corresponding period of 1946. 


Luggage.—Reports indicate that some lug- 
gage stores have lost sales of from twenty 
per cent to as high as fifty per cent of their 
normal business. It has been reported that 
recent sales have been returned for credit, 
pending the lifting of the excise tax charge. 
The collection of excise tax in December, 
1949, was down about eighteen per cent 
compared with the same month in prior years. 


Toilet Preparations—Sales for the year 
1948 were reported to be down about five 
per cent compared with the year 1947. Sales 
of high-priced perfumes were said to be 
negligible during the past two years. This 
trade suffers during the Christmas season, 
because nontaxable gifts receive sales pref- 
erence. The collection of excise tax in De- 
cember, 1949, was down about twelve per 
cent compared with the same month in prior 
years. 


Theatres—The report of one of the large 
motion picture companies shows a _ sub- 
stantial drop in business for the first half 
of 1949 compared with corresponding periods 
in 1947 and 1948, as follows: 
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1948 
(In millions) 


1949 


Gross income (January-June) ............. $88 $79 $72 
Loss of business compared with 1947* ..... 9 16 
Percentage of decrease ............... 10% 18% 
Loss of business compared with 1948* .... 7 
Percentage of decrease .............. 9% 
Federal income tax on net income* ....... 8.4 $2 3.7 
Loss of income tax compared with 1947* ... Ke 4.7 
Loss of income tax compared with 1948* ... 1.5 





* Half-year. 


For the 1949 fiscal year of the company 
the decrease in one item of income—film 
rentals and theatre admissions—was close to 
$5 million compared with the preceding 
fiscal year; the reduction in the provision 
for federal income taxes was approximately 
$1,750,000. The president of the company 
reported that the continuance of the tax 
on admissions has served to reduce attendance 
at motion picture theatres. 

In some cases, theatre operators have 
turned over to the collectors of internal rev- 
enue a greater amount in admissions taxes 


6/30/46 
Excise tax collected ......... $ 72.1 
Decrease compared with 1946 
Taxable business ............ 360.5 


Reduction compared with 1946 
Percentage of decrease ..... 


The above figures show that about one 
third of the 1946 business had been lost by 
June 30, 1949. Accordingly, it could be 
estimated that at least a third of those en- 
gaged in this field have been thrown out of 
work. If the objective is to impose par- 
tial prohibition, particularly against the lower- 
income groups, then the excise tax method 
is a success. The excise tax collection. for 
the last quarter of 1949 was thirty-six per 
cent below the last quarter of 1946. 


Railroads—Every one of the large car- 
riers has suffered a loss on passenger 
business for the past three years, the net 
operating deficit on passenger service in- 
creasing from $426 million in 1947 to $559 
million in 1948. The 1949 deficit is expected 
to be as great as in 1948. 

During some months of 1949 the rail- 
roads reported declines in operating revenues 
of as much as fifteen per cent for passenger 
travel and twenty per cent for freight, com- 
pared with corresponding months in the pre- 
ceding year. The Erie Railroad reported 
that during part of the year 1949 it car- 
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than the net income they derived from their 
management and operation. The use of a 
theatre as a tax collection agency seems to 
be inappropriate and unsuitable. 


Cabarets—The tabulation shows a reduc- 
tion in business of fifteen per cent for 1948 
and twenty-three per cent for 1949, both 
compared with the fiscal year ended June 30, 
1947. If the comparison is carried back 
to the 1946 fiscal year, the loss of excise 
tax and the reduction in business become 
more pronounced, as shown in the following 
tabulation: 


6/30/47 6/30/48 6/30/49 
(In millions) 
$ 63.3 $ 53.5 $ 48.8 
8.8 18.6 23.3 
316.5 267.5 244.0 
44.0 93.0 116.5 
12% 26% 32% 


ried forty per cent fewer passengers com- 
pared with a similar period in 1948. The 
Reading Company reported a net passenger 
loss in one year of $8,500,000. The Pennsyl- 
vania Railroad reported a decrease in pas- 
senger revenue of $11 million for 1949 and 
a decrease in freight revenue of $133 million. 

It is probable that part of the decline in 
business was caused by the restriction of 
travel because of the shortage of coal, as 
well as the effect of national labor strikes 
during the past year. The result can only 
be a reduction in payrolls and curtailment of 
inventories and expenses. 


Photographic Equipment.—There has been 
a sharp drop in sales of cameras, projectors 
and accessories. The manufacturers’ excise 
tax of twenty-five per cent was reported to 
be stifling the industry, causing widespread 
layoffs of skilled workers and tremendous 
unemployment in some communities. The 
collection of excise tax in December, 1949, 
for photographic apparatus showed a de- 
crease of thirty-two per cent, or $1,376,542 
compared with the month of December, 1948. 
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Liquor.—Reports indicate a decrease in al- 
coholic beverages of 8.7 per cent»in 1948, as 
compared with business in 1947. The collec- 
tion of alcoholic-beverage tax during the 
last three months of 1949 was fifteen per 
cent under the collection for the correspond- 
ing period of 1946. 


In Pennsylvania, where alcoholic beverages 
are dispensed through the Liquor Control 
Board, the profit to the state decreased $3 
million in the year 1949, in addition to which 
the state lost almost one million dollars 
more On its superimposed ten per cent liquor 
tax. Some portion of the drop in sales of 
$10 million would be accounted for by 
lower prices and the effect of state-wide 
strikes in the coal and steel industries. 


On the other hand, consumption require- 
ments have been made up by bootleg liquor, 
on account of which the federal liquor tax 
is evaded to the extent of millions of dol- 
lars daily. As a consequence of the exor- 
bitant tax, the situation is reverting to the 
conditions which existed during the prohi- 
bition era, although law enforcement agencies 
at that time were unable to cope with the 
extensive bootlegging and gangsterism. 

The federal tax on liquor was increased 
at the outbreak of the war from six dollars 
to nine dollars a gallon. In Pennsylvania 
there is a mark-up of forty-eight per cent 
by the Liquor Control Board, plus the 
state’s ten per cent tax. If the basic selling 
cost of a gallon of whisky is five dollars, 
the final price to the customer becomes 
$22.79. Reduction of the federal tax to the 
pre-war rate of six dollars a gallon would 
reduce the price to $17.91. A reduction of 
three dollars in tax would lower the price 
$4.88 in Pennsylvania, a substantial amount 
for many people. 

The additional tax charges included in the 
price have placed liquor beyond the reach 
of many potential customers, which may 
be the reason why the retail liquor busi- 
ness was included in the line which had the 
greatest number of failures during part of 
1948; the same experience is indicated for 
1949. As a result many thousands of em- 
ployees in the industry have lost their jobs. 


Summary of Facts 


The conditions reviewed above indicate 
the following facts: 


(1) The federal excise tax system has be- 
come a failure, because consumers refuse 
to be imposed upon, which fact is borne out 
by the large decreases in collection of the 
tax as compared with prior periods. 
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(2) The addition of the extra tax charge 
inflates the price of goods to an amount 
which the consumers are reluctant to pay or 
unable to afford, even though they desire 
those products. 


(3) The application of the tax has de- 
stroyed business and caused considerable 
unemployment, and is directly responsible 
for the loss of business to the extent of 
$432,600,000 in six categories in a single year. 


(4) The application of the tax to certain 
products is an arbitrary exercise of the tax- 
ing power, because it influences customers 
to purchase a product that is not taxed in 
preference to a taxable item which bears 
an extra charge. It is particularly inequi- 
table and unmoral with respect to gift articles, 
because it diverts sales and business to goods 
which are not subject to the tax. 


(5) The tax is a deterrent, not only to 
sales of the taxable items, but it also pre- 
vents people from obtaining the enjoyment 
of proper recreational facilities, such as 
theatres and cabarets, as well as railroad and 
air travel. In that sense it is a violation of 
the right to enjoy the freedom and liberty 
guaranteed by the Constitution. 


Congressional History 


It was never intended or contemplated 
that these circumstances should be brought 
about. Before the war there were no excise 
taxes on many of the articles now taxed, 
and business proceeded in a normal man- 
ner. For the purpose of raising revenue on 
account of the war situation, a defense tax 
became necessary, and increased rates of 
the miscellaneous excises and occupational 
taxes (in most cases, ten per cent of the 
existing tax rates) were made effective by 
the Revenue Act of 1940 for a period of five 
years from July 1, 1940, to June 30, 1945. 


The Revenue Act of 1941 made the rate 
increases permanent, and, in addition, im- 
posed the retailers’ excise taxes of ten per 
cent on jewelry, furs and toilet preparations. 
The report of the Committee on Ways and 
Means dated July 24, 1941, stated that its 
action in removing the expiration dates and 
future rate changes was taken “without 
prejudice to the temporary nature of these 
levies and rate increases, for the desira- 
bility of their repeal or downward revision 
as soon as our revenue needs will allow is 
fully recognized. Due consideration has been 
given to the economic and social effects of 
the increased levies. There was continually 
in mind the need for keeping to a minimum, 
consistent with our defense efforts, any dis- 
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ruption of our economy, and, at the same 
time, supplying a needed restraint upon in- 
flationary tendencies. The principal aim, 
however, is the procurement of revenue.” 


The Revenue Act of 1943 set up war tax 
rates, to be effective April 1, 1944, of twenty 
per cent on jewelry, furs, toilet preparations 
and luggage, the latter to replace the ten 
per cent manufacturer’s tax, and also changed 
other excise tax rates. The report of the 
Committee on Ways and Means dated No- 
vember 18, 1943, stated: “As your Commit- 
tee felt that the rates of excise taxes contained 
in this bill are justified only in view of the 
wartime emergency, it was provided that 
the increases imposed shall terminate six 
months after the close of hostilities in the 
present war. Your Committee felt that 
the most productive source of revenue, and the 
most effective device feasible for the cur- 
tailment of inflationary spending, was in- 
creased excise taxes. By this method, it is 
possible to select those goods which are 
clearly luxuries and tax them at a rate in 
accord with the particular market situation. 
The excise taxes selected have the virtue 
that in individual cases where the tax would 
be a hardship, consumption may be curtailed 
or shifted to nontaxable items.” 

Secretary of the Treasury Morgenthau, in 
testifying before the Committee on Ways 
and Means on March 3, 1942, stated: “Al- 
though these excise taxes are in the nature 
of sales taxes, their effects are substantially 
different from the effects of general sales 
taxes. Some of them are imposed on com- 
modities of which there is or will increasing- 
ly be a scarcity. Such taxes not only yield 
revenue but help to conserve materials 
needed for the war. Those excise taxes not 
relating to scarce commodities have been 
chosen so as to fall on goods which are 
widely used and are of a luxury or semi- 
luxury character. The increase in consumer 
incomes will keep up the demand for those 
commodities despite the higher taxes. Needed 
revenue will thus be obtained, consumer 
purchasing power will be tapped, the pro- 
ducers will not be injured, and the consum- 
ers will not be taxed on necessaries of life.” 


The Revenue Act of 1943 provided that 
the tax imposed shall not apply with respect 
to any period commencing on or after the 
first day of the first month which begins 
six months or more after the date of the 
termination of hostilities in the present war. 
The term “the date of the termination of 
hostilities in the present war” was defined 
to mean the date proclaimed by the President 
as the date of such termination, or the date 
specified in a concurrent resolution of the 
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two Houses of Congress as the date of such 
termination, whichever is the earlier. 


The termination of “hostilities in the pres- 
ent war” was declared to be at noon on 
December 31, 1946, and, therefore, July 1, 
1947, would have been the termination date 
of the war taxes and war tax rates. How- 
ever, the Eightieth Congress struck out the 
termination date clause, as a consequence 
of which the excise taxes are still in effect. 


The disastrous effect of continuing these 
objectionable taxes after June 30, 1947, has 
been shown in the comparisons of tax col- 
lections and business for the two fiscal years 
following that date. The reasons for im- 
posing the excise taxes no longer apply, so 
there can be no justification for prolonging 
the error of judgment in not terminating 
them. There is no need for the many bil- 
lions of dollars that were required for the 
prosecution of the war; it is not necessary 
now to conserve materials needed for war 
production; there need be no curtailment of 
inflationary spending; and it is improper to 
tax goods that are widely used and are of 
a luxury or semi-luxury character. 


To the contrary, it is clearly evident that 
our economy is being disrupted; that the 
producers of goods and business in general 
are being injured; that it is not business 
justice to contend that consumption should 
be curtailed or shifted to nontaxable items; 
that there no longer is a scarcity of com- 
modities; that the consumers are being de- 
prived of the goods they desire; and that 
the citizens are being denied the privilege of 
obtaining the recreation they have a right 
to enjoy. 


Concept of Necessities and Luxuries 


Many persons have the view that the 
possession or enjoyment of luxuries is a 
privilege which should be taxed. Such was 
the case when the high excise taxes were 
applied in 1944 on jewelry, because that was 
a luxury; on furs, because the possession of 
furs and fur coats was becoming phenomenal ; 
on admissions, because large profits were 
being made on most types of amusement and 
there was a great demand for entertain- 
ment; on transportation of persons, because 
traveling was being carried out far beyond 
that required for essential uses and it seemed 
desirable to make those who travel pay for 
the privilege. With respect to furs, the 
Senate Finance Committee in its report on 
the Revenue Act of 1943 stated: “Your 
Committee felt that many fur articles were 
not luxuries and in some parts of the coun- 
try they were necessary items of apparel.” 
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It is time to change our perspective and 
look upon all commodities as part of our 
way of life, without trying to decide whether 
they are necessities or luxuries. There is no 
explanation for some of the ridiculous dis- 
tinctions that have been made. Certainly, 
in this day and age it cannot be said that 
billfolds, brief cases, card cases, handbags, 
diaper bags, sample cases, suitcases, toilet 
kits, etc—some of them needed to conduct 
business—are luxuries. Who should decide 
that baby oils and powders, foot and body 
powders, after-shave creams and powders, 
dandruff remedies and scalp lotions, sun- 
‘ burn preventatives and suntan oil, vasoline, 
witch hazel and such, are luxuries? And why 
should bath oil, powder and salts be luxuries 
if the bathtub and shower are not also 
luxuries ? 


The term “luxury” implies indulgence in 
sumptuous, costly and extravagant dress 
and pleasure; one source mentions a piano 
as a luxury. If it is contended that some ar- 
ticle is a luxury because it is priced at a 
certain number of dollars, as for example 
a fur coat, then value becomes the deciding 
factor as to whether an article should be 
classified as a luxury item. Accordingly, it 
would be illogical to hold that a $1 billfold, 
a box of baby powder or a bottle of scalp 
lotion was a luxury. But it would be quite 
proper to insist that the term should include 
a fifty-dollar pair of men’s shoes (compared 
with a five-dollar pair); a $500 dress (com- 
pared with a $200 fur coat); or a $5,500 
Chrysler or Cadillac limousine (compared 
with a $1,600 Plymouth sedan). It also 
would be logical to hold that if liquor is 
taxed at exorbitant rates, why should not 
a private bar in a home also be subject to 
a special tax? Surely it cannot be denied 
that a fifty-dollar pair of shoes, a $500 dress, 
a $5,500 automobile and a private liquor bar 
are more in the nature of luxuries than a 
brief case needed to conduct business or a 
purse needed by a woman to carry her be- 
longings or an everyday necessity, such as 
a lipstick. 


Another point is that if a person decides 
to go into business, he should not have to 
decide whether or not he should pick out a 
certain field on the basis of whether or not 
it is the type that is subject to an excise tax. 
There should be no such difference between 
the business of a jeweler, furrier or amuse- 
ment operator and that of a grocer, contrac- 
tor, haberdasher, clothier or any other field 
of endeavor. No business should be hin- 
dered in any manner by any taxing methods 
by means of which that particular business 
is discriminated against over another type 


of enterprise. Only then will consumers be 
able to deal with any business without be- 
ing restrained because of an additional 
charge on the price of certain selected goods. 
The only restraint will be the free choice 
of the purchaser, the financial capacity of 
the buying public, the ability of the industry 
to supply its wants and a basis of equi- 
table competition between trades. 


The levying of an excise tax not only 
discriminates against the businessman but 
it also discriminates against the people. If 
there is an excise tax on a certain article, 
the price of that article is raised to the point 
where some people are prevented from pur- 
chasing it. On the other hand the same 
amount of excise tax will not deter a person 
in a higher income group from buying that 
article. It is basically wrong to prevent 
some people from buying goods because of 
an extra charge, when other people will 
not be affected because they have the means 
to pay the additional amount. That applies 
particularly to the field of recreation and 
travel. The addition of the admissions tax 
to the price of a theatre ticket will prevent 
many people in the low income group from 
attending a movie, or at least will reduce 
their ability to attend as often as they desire. 
In the same manner, the transportation tax 
on persons will prevent many people from 
obtaining the enjoyment and benefit of 
traveling. 

This also applies to the consumption of 
alcoholic beverages, which are used by half 
of the citizens in this country. Even if the 
tax and the price were doubled, the pleasure 
of the higher income groups would not be 
interfered with? whereas the present tax 
and price is sufficient to deny that satisfac- 
tion to the lower income group. 

Whether it relates to goods or to recrea- 
tion, such interference with a person’s wants 
and desires is unfair and discriminatory, 
especially since it affects a certain class. It 
is the equivalent of a sales tax on certain 
items which can be considered to be neces- 
sities by the people affected. Not only for 
that reason, but because all merchants would 
be on an equal basis in their sales efforts, 
a sales tax applied to all goods would be 
more desirable than an excise tax on only 
certain products and services. 

There should be no governmental inter- 
ference with the capacity to do business. 
Business and industry should be allowed to 
produce as much of their products as they 
can sell, and the people should be allowed to 
buy and possess as much as they desire of 
any product, whether it is furs, jewelry, lug- 
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gage, automobiles, radios or anything else. 
The people should be allowed to obtain all 
the pleasure their means will permit, whether 
it is attending movies, theatres, cabarets, 
roof gardens or other recreation or whether 
it is traveling around the country on trains 
and airplanes as much as they like. The 
more business that is done in all the fields 
of endeavor, the greater will be the demand 
to supply those goods and services, and the 
greater will be the need for employees to 
produce and furnish them. The result would 
be higher national income and revenue for 
the government, accompanied by economic 
stability, national prosperity and better 
living conditions for all. 


Principles of Taxation 


Since it was the intention of Congress to 
apply retailers’ excise taxes as a special 
source of much-needed revenue during the 
war emergency, to restrain inflationary tend- 
encies and to conserve vital materials, 
which reasons no longer apply, it seems ap- 
propriate to present certain principles with 
respect to those taxes and all other manu- 
facturers’ and miscellaneous excise taxes. 
It should be noted that such taxes are in 
the nature of sales taxes, but that is par- 
ticularly true with respect to the retailers’ 
taxes. That statement cannot be denied be- 
cause every dollar of tax paid by a business 
enterprise to any government, whether it is 
property tax, income tax or excise tax, must 
be added into the costs of manufacture or 
production, and thus such charges must be 
taken into consideration when determining 
the price to be set for any article. The price 
paid by the consumer must include reim- 
bursement for all costs and expenses, in 
addition to a profit. Therefore, the consum- 
er pays a proportionate share of the excise 
and other taxes that were advanced by the 
manufacturer or producer, and so it can be 
stated that the consumers pay indirectly for 
all excise and miscellaneous taxes. 

In preference to the indirect method, it 
would be simpler and more equitable to 
obtain the revenue from the taxpayers in 
the first place. That of course would mean 
more revenue would be collected from indi- 
viduals directly through the income tax 
method, instead of through other channels 
by means of the excise tax method. The 
great majority of taxpayers do not look 
with favor upon sales taxes, but would 
rather be taxed according to the ability to 
pay, which is the principle of the income tax. 

Although the principal aim in imposing 
the excise taxes was to raise revenue for 
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war purposes, the desirability of cancelling 
them was acknowledged by Congress when 
it specified that the termination date was 
to be six months after termination of hos- 
tilities. On July 1, 1947, those taxes were 
supposed to be out of existence but, because 
of bad judgment, they were retained. The 
only reason for continuing them since July 
1, 1947, is the fact that revenue is sorely 
needed. The government admits that when 
it demands replacement of the equivalent 
amount of tax before permitting any reduc- 
tion of rates. 


The presumption is clear, therefore, that 
the excise taxes are a _ revenue-raising 
measure and, as they immediately or eventu- 
ally fall upon the taxpayers, they represent 
another form of income tax. Since all excise 
taxes are paid directly or indirectly by con- 
sumers, the revenue absolutely is obtained 
from the taxpayers. Accordingly, there exist 
two methods of extracting revenue from the 
taxpayers, one being the collection of in- 
come tax based on the ability to pay, and 
the other being excise taxes based on the 
ability to buy—and so we have two standards 
by which the government derives its revenue 
from the citizens. 

The cases of two citizens, of unequal in- 
comes but who have the same wants and de- 
sires, may be used to disclose the unequal 
burden of tax applicable to the ability-to- 
buy method compared with the ability-to-pay 
method. A comparison of two such cases 
is set forth on the following page. 

There can be no logical explanation for 
the double standard shown in the example. To 
obtain equalization, Citizen A would have to 
restrict himself to one quarter of one per 
cent of his income, or $7.50 of excise tax. 
That, of course, would be impossible, even 
though he denied himself every pleasure, 
because in all probability the hidden manu- 
facturers’ excise taxes would exceed that 
amount. Unequal status is no defense in 
a free country. The hardship is particularly 
severe with respect to the modest pleasures 
of the low income group. No fair-minded 
person would expect an individual (or his 
family) in that category to refrain from 
smoking or moderate drinking, or from at- 
tending a motion-picture show. 

To go a step further, the excise taxes 
create a system of double taxation of per- 
sonal income. In the case of an individual 
having a taxable net income of $3,000, the 
amount of income tax is $525.60. If that 
person during the course of the year paid 
excise taxes (including the hidden portion) 
amounting to $250 on expenditures of $1,000, 
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Net taxable income for year (after exemp- 


Citizen A Citizen B 








tions and deductions) .................. $3,000 $100,000 
Excise taxes paid during year: 
Tax 
Cigarettes (300 packs at $.11) .......... $33 
Liquor (30 bottles at $2) ............. 60 
Theatres (50 weeks at $.40) ............ 20 
Fur coat and jewelry ($250) 50 
Leather. goods and toilet preparations ($200) 40 
-~namario” valli ste spree’ ME Oe 15 
Manufacturers’ excises (hidden) Gee iy te 
Total excise taxes paid ........... 250 250 
Excise tax rate based on net taxable income 84% 14 of 1% 
Effective income tax rate ..... 19.36% 76.56% 








that same $1,000 being included in the base 
for the income tax, then that $1,000 portion 
of the taxable income has been subjected to 
an excise tax of $250 and an income tax of 
$193.60. The total tax on that $1,000-part 
of his income is therefore $443.60, which is 
the equivalent of a 44.36 per cent tax rate. In 
comparison, the corresponding net taxable 
income to which that rate would be appli- 
cable for federal income tax purposes is 
$16,000. The only conclusion to be reached 
is that the excise tax system not only dis- 
criminates against business trades, but it is 
decidedly discriminatory against the lower- 
income groups. 


With respect to the three per cent excise 
tax on transportation of property, it should 
be noted that such charges are added to 
the cost of materials and production, and 
thus inflate the final price to the retailer and 
consumer. However, the federal tax in- 
cluded in cost may not be a simple three 
per cent. The reason is that the tax may be 
doubled or tripled on a compound basis, 
which would occur if the transportation .in- 
cludes shipment of the raw material to the 
manufacturer, shipment of the finished 
product to the wholesaler or jobber, and 
then final shipment of the goods to the re- 
tailer. In such cases the inequity of the 
duplication of federal tax becomes apparent. 


Closely parallel is the double taxation that 
occurs with respect to the twenty-five per 
cent tax on telephone and telegraph mes- 
sages (fifteen per cent on local telephone 
service). Every excise tax paid on such 
facilities by a company in transacting busi- 
ness is included in costs, and must be reim- 
bursed by the customers in the prices they 
pay for goods. It is impossible to carry on 
business without communication between 
the supplier and manufacturer, the producer 
and jobber, the wholesaler and retailer, and 
the businessman and his customer. But for 


the numerous contacts by telephone or tele- 
gram, an excise tax of fifteen per cent or 
twenty-five per cent is added into the cost 
of the merchandise, so that finally the cus- 
tomer’s price for one article is loaded with 
such special tax charges. 


In any event, it is evident that practically 
all excise taxes should be abolished and 
never again imposed upon the taxpayers. If 
this country should find itself in another 
conflict, the use of excise taxes as a special 
source of much-needed revenue should not 
be availed of. If the object is to restrain 
inflationary tendencies, then the Federal 
Reserve System should be charged with that 
task. If it becomes necessary to curtail con- 
sumption in order to conserve vital mate- 
rials, allocations and controls should be 
employed. If there is a scarcity of any arti- 
cle or commodity, then such items should 
be distributed according to a practical ration 
system. If it is desired to eliminate non- 
essential travel, then a system of priority 
should control the flow of rail and air traffic. 


The use of a tax system should be only 
for the purpose of collecting revenue, ac- 
cording to a method which is fair and equi- 
table to all taxpayers. Theoretically, it is 
unsound to levy taxes because there is a 
scarcity of some material and it is necessary 
to reduce consumption. If additional rev- 
enue is needed, the income tax rates can 
easily be increased. No other system is as 
equitable as the collection of income taxes 
based on the ability to pay. Furthermore, 
no additional collection cost is encountered 
it the increased revenue is obtained from an 
established income tax system. Such a pro- 
cedure would save millions of dollars of 
expenses, materials and payrolls, for the 
government as well as for businessmen and 
companies, which would otherwise be in- 
curred in the establishment and maintenance 
of a separate excise tax collection agency. 
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To eliminate discrimination against cer- 
tain goods and trades, to prevent disruption 
of our economy and the destruction of busi- 
ness, and to eliminate interference with the 
purchasing desires of the consumers, so that 
they are not deterred when they are con- 
sidering the purchase of any article, the fol- 
lowing principles relating to excise and 
miscellaneous taxes are recommended: 


(1) There must be no interference with 
business and production by means of taxes 
that discriminate against any particular trade; 
otherwise one business is favored over an- 
other, and sales are interfered with and 
perhaps diverted to other goods. One business- 
man should have the same treatment as 
another in his endeavor to sell his wares; 
there should be no arbitrary addition that 
has the effect of diverting his customers to 
other merchants. 


(2) Excise taxes should be levied on man- 
ufacturers and producers only to the extent 
of the cost of government in regulating a 
particular commodity or industry, such as 
railroads, airlines, shipping, utilities, liquor, 
tobacco, narcotics, etc. 


(3) Goods should not be burdened with 
extra tax costs; as an addition to costs, taxes 
merely serve to inflate the prices of goods 
and thus add to the cost of living. It also 
might be pointed out that hidden taxes in 
prices are charged to the government itself 
when it purchases supplies for its own use, 
so that in effect it reimburses the manufac- 
turer for a proportionate share of the excise 
taxes it collects from him. 


(4) The net results of operation, deter- 
mined without the inclusion of excise taxes 
in costs, should be taxed by fair application 
of the income tax method. In that manner 
all business income. would be taxed on a 
comparable basis, and according to the busi- 
nessman’s efforts and ability in earning profits. 


All enterprises would be treated evenly if 
excise taxes were restricted in amount to 
the total cost of government regulation of 
the related trades. According to the budget 
of the United States for the fiscal year 1950, 
if $1,500,000,000 must be appropriated for 
the category “transportation and communi- 
cation,” then excise taxes should be applied 
against the related industries only to that 
extent. Included in that category would be 
railroads, airlines, trucking companies, radio, 
telephone, telegraph and any other trans- 
portation and communication services. 


If the expenditure for “finance, commerce, 
and industry” for the fiscal year is $100 mil- 
lion, then excise taxes might be applied 
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against business and industry to that extent. 
The expenses of the Securities and Exchange 
Commission, for example, could be assigned 
to the purchase and sale of corporate securi- 
ties, but only to the extent of the cost of 
regulation. However, if the government ex- 
penditure for a specific category is too small 
to apply the excise tax method for reim- 
bursement, and the country generally is 
benefited, then perhaps it would be just as 
well to obtain the revenue to meet such 
expenditure by means of income taxes. 


It certainly would be fair to expect that 
the government be reimbursed for the cost 
of regulating certain industries, such as 
liquor, tobacco, narcotics, food and drugs. 
But that does not mean that more than 
$2,400,000,000 should be collected from the liq- 
uor industry, or that more than $1,300,000,000 
should be collected from the tobacco indus- 
try, according to tax receipts in the 1950 
budget, because it does not cost that much 
to regulate those industries. Such procedure 
seems to be more in the nature of a penalty 
to discourage the consumption of liquor and 
tobacco. 


Otherwise, it is evident that this source , 
is being used as a revenue measure, the in- 
equity of which has been disclosed herein- , 
above. It is improper to burden certain 
trades with high taxes in order to collect 
revenue, if we adhere to the theory that the 
preferred method of collecting revenue from 
corporations and individuals in general is 
through the income tax system, which is 
based on the ability to earn and pay. It 
seems to be hypocritical to employ the tax- 
ing procedure to make a person practice 
temperance and self-control in his drinking 
and smoking. 


If, however, the purpose is control, we 
should have definite laws and regulations 
that prescribe the manner in which those 
industries should operate. In that connec- 
tion it would seem desirable for the industry 
to police itself. A national director for the 
liquor industry would be in a position to lay 
down rules for the distribution and con- 
sumption of liquor and to see that they were 
followed. The director also would be able 
to avert a great deal of antagonism and un- 
favorable public relations, much of which 
no doubt arises from undesirable forms of 
advertising as well as the over-indulgence 
of customers. It is mostly in those areas 
that a possibility exists for overcoming 
the opposition to the liquor industry. Per- 
haps when that is brought about it may be 
possible for the liquor industry to obtain 
better tax treatment. 
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Recommendations 


There should be no delay in the repeal of 
the retailers’ excise taxes in their entirety, 
or the admissions and transportation taxes, 
or the taxes on communications. Consider- 


Retailers’ taxes: 


i laid hich dh ite cle tite aise neg Mata idan 
EE corre hs ou thn bh dy ht cate ee 


Luggage 


Transportation taxes: 


NS Pa ea hy esta an, 


Property 


Communication taxes: 


Telephone, telegraph, etc............... 


Admissions taxes: 


MS 005 2 Bie! oats gs cio ncdareeeee 
I co BAe ati be ec el pees 5 


Adjustment of manufacturers’ taxes...........:..... 
Adjustment of alcoholic beverage taxes.............. 


Total 


If the excise tax money were not paid to 
the government, a fund of billions of dollars 
would be available to spur public resump- 
tion of buying and spending. It is impossi- 
ble to know to what extent business would 
increase, but it would aggregate a tremen- 
dous sum if government interference were 
removed and there would be no such thing 
as a tax deterrent. It might be estimated 
that business in the four retail lines would 
increase $450 million in one year, and that 
the theatre and cabaret business would in- 
crease $100 million. Other categories, such 
as railroads, also would experience increased 
business. That additional business naturally 
would flow into related lines in one or more 
sequences. 


Removal of merchandise from the shelves 
would require immediate replacement be- 
cause the demand would continue for a long 
time before being satisfied. As a result pro- 
duction would have to be stepped up and 
many of the unemployed would be called 


TOUSt PEEPOIAHIONS «. 2. oe os ee das 


ation should be given to the cancellation or 
reduction in the manufacturers’ and other 
excise taxes. The amount of revenue involved 
in the repeal or adjustment of the various 
taxes, based on collections during the past 
year, is summarized as follows: 


Reduc- 
tion in Tax 
Proposed by 
Repeal and Secretary of 
Adjustment the Treasury 
(In millions) 
i Paaiarieste $ 53 $ 25 
vacua bor 198 80 
waebiaa 78 35 
g Ses 93 50 
$ 422 $190 
siebsuneian 237 75 
Saker esserseoes 321 310 
558° 385 
ey eee 500 120 
1,480 695 
sie teninag 377 
en el ee 43 oe 
420 
500 
500 
$2,900 $695 





back to the factories. The renewed demand 
in the service field would require the rehir- 
ing of many employees. In the process more 
income would be earned all along the line 
by the employment of additional factory 
workers, salesmen and clerks; by the in- 
creased sales of retailers, jobbers and whole- 
salers; and by the increased production of 
manufacturing companies. The process would 
extend into other lines and businesses. 


On the additional business and additional 
income and earnings, the government would 
collect additional income taxes from the 
companies and the employees. Furthermore, 
a considerable sum would be saved because 
of the reduction in compensation payments 
to the unemployed who were restored to 
productive work. In addition, there would 
be a saving of several millions of dollars if 
the excise tax collection system could be 
dispensed with. The actual net revenue loss 
to the government would be negligible and 
there would be little difference in the finances 
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of the government because of the repealed 





taxes. . 


It may be estimated that a billion dollars 
of additional business could be transacted 
out of frozen or restricted funds if the peo- 
ple were unrestrained and terminated their 
strike against the excise taxes. Because of 
the elimination of hidden manufacturers’ 
and miscellaneous excise taxes from the cost 
of production, which no doubt would be 
passed on to the consumers, a price reduc- 
tion of a billion dollars, representing a con- 
siderable reduction in the cost of living, 
would be available for further consumer spend- 
ing. Consequently, the entire $2,900,000,000 
of remitted excise taxes, plus the billion dol- 
lars of additional business, would create a 
fund of $3,900,000,000, out of which perhaps 
$900 million would be withheld as savings 
or investment. 


Therefore, if $3 billion were poured into 
the economic stream in the first movement, 
assuming a ten per cent business profit, then 
the government would collect $90 million 
of income tax, computed at a rate of thirty 
per cent. In the second step, assuming that 
$1,500,000,000 represented payment for la- 
bor, then the government would collect $300 
million of income tax, computed at a rate 
of twenty per cent. If the other $1,200,000,000 
represented payment for merchandise, as- 
suming a ten per cent business profit, then 
the government would collect $36 million of 
income tax, computed at a rate of thirty per 
cent. In the third step, assuming that $600 
million represented payment for labor, then 
the government would collect $120 million 
of income tax, computed at a rate of twenty 
per cent. If the other $480 million represented 
payment for materials, assuming a ten per 
cent business profit, then the government 
would collect $14.4 million of income tax, 
computed at a rate of thirty per cent. In this 
first sequence, the government would have 
collected income taxes totaling $560.4 million. 


Although labor accounted for $2,100,000,000 
in the first sequence, perhaps $600 million 
would be withheld as savings or investment, 
ot as personal income tax, so that in the 
second sequence only $1,500,000,000 would 
be poured into the economic stream. Since 
this amount is one half of the original fund 
in the preceding paragraph, on the same 
basis of figuring it may be assumed that the 
government would collect total income taxes 
of $280.2 million. In the third sequence it 
might be expected that the government would 
collect total income taxes of $140.1 million. 
In the three sequences the government could 
receive about a billion dollars on the original 
spending fund that was made available. This 
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does not include income tax on corporation 
dividends that might have been earned and 
disbursed to stockholders. 


The saving to the government because of 
elimination of unemployment compensation 
might reach $500 million. The saving to 
the government, and also to business, be- 
cause of the elimination of administrative 
and related expenses for a greatly reduced 
excise tax collection system, would total 
many millions of dollars. It is also probable 
that the liquor tax revenue would increase, 
for the reason that less evasion of heavy 
taxes by bootlegging activities would occur. 
These collateral benefits could reach $900 
million. ig 


Therefore, on a reduction of $2.9 billion 
in excise tax revenue, it might be estimated 
that the net loss to the government would 
be only one billion dollars. That loss in 
revenue could be made up without new taxes 
and without increasing rates in any other 
category by means of plugging loopholes 
and perfecting the system of collecting fed- 
eral income taxes. 


However, an alternative method for re- 
placing the lost revenue might be considered. 
The manner of accomplishing that would be 
by adjustment in the reduction percentages 
that are applied to the income tax rates of 
individuals, which could become effective 
as of January 1, 1950. Since everybody would 
benefit, not only directly by the absence of 
excise taxes, but also by the reduction in the 
cost of living because of the elimination of 
hidden taxes, such a method would seem to 
be a fair compromise in exchange for the 
disastrous excise taxes. It would be possible 
to make this adjustment in the reduction 
percentages in an amount that would offset 
the loss of the repealed excise or other taxes, 
in order that the government finances for 
the current fiscal year would not be affected. 


This alternative method would be entirely 
fair and more equitable, for the reason that 
the taxpayers ultimately pay the tax whether 
it is in the form of an excise tax or an in- 
come tax. The latter type of tax is prefer- 
able because it is based on the ability to 
pay. Because of the widespread participa- 
tion in travel and amusements, and the use 
of tobacco, alcoholic beverages and the so- 
called luxuries, many of which are necessi- 
ties or at least desired according to living 
standards in the year 1950, there is not one 
family «in the entire country which has not 
been subjected to the excise taxes in some 
form. The effect of switching to the income 
tax method, therefore, would be equalized 
for all families. At any rate an individual 
income tax, in place of an excise tax on 
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certain articles of merchandise, would not 
have the effect of discriminating against a 
particular trade and diverting sales to other 
goods, and it also would not prevent the 
purchasers from buying the things they de- 
sire without any accompanying restraint. 


The government has proposed that only 
the three per cent tax on transportation of 
property be eliminated, and that a few other 
excise tax rates be reduced slightly. Such 
a timid attempt to correct a faulty tax sys- 
tem solves nothing, but prolongs the miser- 
able situation created by the discriminatory 
excise taxes now in effect. A complete oper- 
ation is the only remedy that will suffice. 


Will the government deny those mer- 
chants and manufacturers and others the 
right to do business unhindered and unre- 
stricted? Will the government decree by its 
inaction that those businesses shall not do 
hundreds of millions of dollars of business? 
Is there any person in the government who 
can dare to inflict such damage on the econ- 
omy of the country by keeping the shackles 


IN THESE CASES — — 


Cost of Civic Pride 


The taxpayer could not deduct a loss of 
$9,900 with respect to the sale of certain 
notes, which notes she had purchased as a 
“proper gesture of interest. in support of a 
community hospital.” (Fagan v. Commis- 
sioner, CCH Dec. 17,468(M).) 


Deductions: Woofs and Hoofs 


Deductions for the training and mainte- 
nance of two Russian wolfhounds and several 
show horses were allowed a chain-restaurant 
operator as advertising expenses in Rodgers 
v. Commissioner, CCH Dec. 17,453. 


Never Underestimate the Power 
of a Woman 


After twenty-five years of domestic bliss, 
the taxpayer entered into a _ separation 
agreement with his wife and subsequently 
made payments of $24,000 to her, pursuant 
to a court order entered in a suit by the 
taxpayer’s wife to enforce the terms’ of the 
separation agreement. The taxpayer was 
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on those trades? Will the people still be 
prevented from buying the particular arti- 
cles they desire for themselves or for gifts 
te others, because of the additional twenty 
per cent bounty? Will those customers in- 
stead make their purchases in the store of 
the merchant next door whose goods are 
not weighted with an extra charge? Will 
some people still be prevented from obtain- 
ing pleasure, entertainment and recreation 
in amusement theatres, travel or other forms 
of diversion because of prohibitive costs that 
are loaded with taxes? 


It is imperative that Congress abolish 
these ruinous taxes at once and thus prevent 
an unnecessary economic tragedy. The pol- 
icy of destroying business and disrupting 
the economy must be discontinued without 
further delay. There is untold buying-power 
frozen in savings accounts, in addition to 
the billions of dollars of unnecessary taxes, 
which could be released to attain prosperity 
in this country. [The End] 





not allowed to deduct these payments, and 
he was consequently liable for an assessed 


deficiency of $11,881.72. (Terrell v. Com- 
missioner, 50-1 ustc J 9166 (CA-7).) 


In another case, Knight v. Knight, 50-1 
ustc J 9158, the husband’s wages had been 
assigned to his wife as security for alimony. 
The husband also owed federal income 
taxes. It was held that the wife’s claims for 
alimony had priority over the taxes. 


Let’s Be Partners 


An attorney was allowed to apply the 
long-term compensation statute (Section 107) 
so as to allocate his share of fees for serv- 
ices performed by the law partnership to 
years before he became a member. (Mar- 
shal v. Commissioner, CCH Dec. 17,456.) 


It's More Fun This Way 


A chain-restaurant operator could deduct 
the amount spent on liquor for the enter- 
tainment of persons who supplied the com- 
pany with goods. (Brass Rail Restaurant 
Company v. Commission, CCH Dec. 17,453.) 
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“SECURITIES” IN SECTION 112(b) 





CA gency pee 112(b) (3) of the Internal Reve- 
nue Code provides: 


“STOCK FOR STOCK ON REORGANIZATION.—No 
gain or loss shall be recognized if stock 
or securities in a corporation a party to a 
reorganization are, in pursuance of the plan 
of reorganization, exchanged solely for stock 
or securities in such corporation or in an- 
other corporation a party to the reorgan- 
ization.” 


Section 112(b) (4), essentially the same in 
wording, governs gain or loss to the cor- 
poration. The controversy as to what is 
stock or securities has centered chiefly 
around the definition of securities. The 
purpose of this discussion is to trace the 
tortuous path of judicial inclusion and ex- 
clusion, from the first tentative quest for 
the principle to the present status of “se- 
curities” within these sections—and the judi- 
cial process has not yet come to rest on any 
plane of generalization. 


The Revenue Act of 1916 contained no 
reorganization provisions, and the test of 
form against substance was employed to 
determine taxability of transfers of prop- 
erty in reorganization. If simply the form of 
the property had been altered, there was 
no tax; but if the court found that the 
property had been disposed of in exchange 
for property of a different nature and sub- 
stance, there was a taxable gain to the ex- 
tent that the value of the new securities 


1 Cullinan v. Walker, 1 ustc § 77, 262 U. S. 
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THE ELUSIVE MEANING OF THE WORD “SE- 
CURITIES” LIES SOMEWHERE BETWEEN RULES 
OF JUDICIAL INCLUSION AND EXCLUSION 





received by the stockholder exceeded the 
basis of the stock given in exchange therefor.’ 


The Revenue Act of 1918 was the first 
attempt to codify the judicial distinction 
between form and substance for income tax 
purposes. The reorganization sections ap- 
pearing therein have constantly been limited 
both by Congress and by the courts. No 
change has been made in the language of 
Sections 112(b)(3) and 112(b)(4)_ since 
their inception in 1918. No definition of 
“securities” has appeared in the Code. How- 
ever, the apparent effort to harmonize ap- 
plication of the provisions with the underlying 
objectives of Congress has led the courts 
to achieve a narrow, and sometimes tenuous, 
construction of the term “securities.” In spite 
of ambiguity in the meaning of the term 
when the cases are compared, the Treasury 
is reluctant to tamper with the limitations 
imposed by the court; and to date the Regu- 
lations contain no definition of securities in 
nontaxable exchanges and reorganizations. 


Instruments Received on Exchange 


One of the earliest cases involving se- 
curities transferred in reorganization, de- 
cided by the Supreme Court in 1933, was 
Pinellas Ice & Cold Storage Company v. Com- 
missioner. There X Company transferred 
its assets to Y Company, and received three 
well-secured notes payable monthly over 
a period of three and one-half months. The 
notes were paid off and the cash distributed 
to stockholders of X. The Court held the 
transaction taxable. Essentially, X had 
made a sale of its properties; and the Court 
felt that Congress did not intend to grant 
exemption to one who sells property for 
well-secured, short-term notes when an- 
other who makes a like sale for cash cer- 


23 ustc { 1023, 287 U. S. 462. 


tainly would be taxed. This decision of the 
Supreme Court established the “continuity- 
of-interest” test, in that “to come within 
the exemption the seller must acquire an 
interest in the affairs of the purchasing 
company more definite than that incident 
to ownership of its short-term purchase- 
money notes.” Thus, the Court decided that 
there was no reorganization. 

The unfortunate seed of ambiguity was 
sown, however, when the Court went on to 
state that the notes were mere evidence of 
obligation to pay the purchase price, the 
equivalent of cash, and “were not securities 
within the intendment of the Act.” The 
Court cited with approval Cortland Specialty 
Company v. Commissioner; which involved 
a transfer of assets by X for cash and 
promissory notes of Y which were payable 
within fourteen months. This decision held 
that there was not a nontaxable reorgan- 
ization, but in addition held that the promis- 
sory notes were not securities. 

In both the Pinellas and Cortland decisions 
the real emphasis was placed on the lack 
of “reorganization” where the continuity of 
the taxpayer’s interest in the property trans- 
ferred was interrupted. The definite state- 
ment that the notes were not securities was 
brief and unnecessary to the disposition of 
the case, and has led later courts to the 
apparent belief that one concept depends 
on the other, while in reality the two are 
independent and refer to different parts of 
the same section. 


Watts Case 


A short time later Helvering v. Watts * 
came before the Supreme Court. This case 
concerned a stockholders’ exchange of their 
stock in X Company in December, 1924, 
for stock of Y Company and mortgage 
bonds of X guaranteed by Y. X Compahy 
dissolved in 1928. The Court held that the 
bonds were “securities,” and could not be 
regarded as cash within the Pinellas doc- 
trine. It is to be noted that receipt of Y 
stock satisfied the continuity-of-interest test. 

In Commissioner v. Freund* the Third Cir- 
cuit Court of Appeals, relying on the Watts 
case, held that the required continuity of 
interest of a stockholder transferring stock 
may be retained in the form of bonds pay- 
able up to five years “since these [bonds] 
are securities within the meaning of Section 
112b(3).” 

Two years later (1940), the Supreme 
Court, in Le Tulle v. Scofield’ decided that 
23 ustc § 980, 60 F. (2d) 937 (CCA-2, 1932). 

436-1 ustc § 9016, 296 U. S. 387 (1935). 


5 38-2 ustc { 9387, 98 F. (2d) 201 (1938). 
¢ 40-1 ustc § 9150, 308 U. S. 415. 


where taxpayer X gives up stock and re- 
ceives bonds of the transferee, the transac- 
tion is taxable. The Court held that the 
term of the obligations is immaterial, and 
that a transferor receiving bonds does not 
retain any proprietary interest in the enter- 
prise and therefore there is no reorganiza- 
tion. The Court did not state whether or 
not the bonds were securities. This is an 
apparent indication that the Court was be- 
ginning to differentiate between the concepts 
involved in the continuity-of-interest re- 
quirement and the definition of “securities.” 
In Helvering v. Tyng,’ decided at the same 
time, the Court held that twenty-year bonds 
received on the exchange were not such a 
proprietary interest as to satisfy the con- 
tinuity-of-interest test. 


Neither the Le Tulle case nor the Tyng 
case considered whether the bonds were 
securities. However, the result is an indi- 
cation that perhaps bonds and notes may 
be “securities,” but that the continuity-of- 
interest test may not be satisfied when the 
property received by the transferor is a debt 
interest, no matter how long its term. To- 
day the question of whether the receipt of 
debt interest prevents an exchange from 
being a reorganization because of lack of 
continuity of interest is academic since the 
definition of reorganization was limited to “a 
statutory merger or consolidation or an ex- 
change of property” solely for voting stock. 


Lower Court Decisions 


Following the Watts case, a number of 
cases similar to the Freund case appeared 
in the lower courts. These decisions held 
the exchange taxable or not on the basis 
of whether the consideration received by the 
transferor was sufficient to give him a con- 
tinuing interest in the transferee. If it was 
sufficient, the court invariably found that 
the instruments comprising the considera- 
tion were securities; if it was not, the court 
found either that there was no reorganiza- 
tion or that the instruments were not se- 
curities. The Pinellas and Cortland cases 
were usually cited. 


In Worcester Salt Company v. Commis- 
sioner’ the Second Circuit Court decided 
that there was no reorganization since bonds 
received by the transferor were mere evi- 
dence of indebtedness, and since there was 
no continuing interest in the transferee. 
In L. & E. Stirn, Inc. v. Commissioner? a re- 

7 40-1 ustc { 9152, 308 U. S. 527; rev’g 39-2 ustc 
| 9651, 106 F. (2d) 55 (CCA-2, 1939). 


8 35-1 ustc f 9153, 75 F. (2d) 251 (1935). 
* 39-2 ustc {| 9741, 107 F. (2d) 390 (1939). 
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capitalization involved transfer of preferred 
stock by the stockholders in exchange for 
the corporation’s debenture bonds payable 
annually up to five years. Actually the bonds 
were all retired within a year. The Second 
Circuit Court held that the debentures were 
not “securities” in view of their short term. 
The court cited its opinion in the Tyng case, 
where it had considered twenty-year bonds 
securities. As we have seen, the Supreme 
Court, on appeal, reversed that case on the 
ground of absence of continuity of interest, 
without denying that long-term bonds are 
securities. Indeed, it is well settled that long- 
term bonds are “securities” within Sections 


112(b)(3) and 112(b) (4). 


In Commissioner v. Segall7° X Company 
transferred all its assets to Y Company and 
received cash and promissory and debenture 
notes. The Sixth Circuit Court, holding the 
transaction taxable on the ground that the 
transferor retained no continuity of inter- 
est in the transferee, reversed the Board 
of Tax Appeals, which had held that there 
was continuity of interest, and that there- 
fore the notes were “securities.” In Wesley 
V. E. Terhune a stockholder transferred 
preferred stock in exchange for cash and a 
note of the corporation. The Board me- 
chanically ruled that the notes were not 
securities, in reliance on the Pinellas case. 


In Commissioner v. Neustadt Trust,” the 
Second Circuit Court squarely held that 
transfer of twenty-year debentures in ex- 
change for ten-year debentures in the same 
company involved the transfer of “securi- 
ties,” and, citing the Watts case, held that 
the exchange was not taxable. The court 
stated: “The word [debentures] is used in 
contrast to ‘stock’; it necessarily refers to 
bonds of some sort... . It is usual financial 
practice to speak of debentures as ‘securities’ 
and the term should be given its ordinary 
meaning.” 

In Mary N. Crofoot™ stockholders trans- 
ferred preferred stock in exchange for cash 
and twenty-year registered promissory notes 
callable two years after issuance. The Tax 
Court held that the notes were “securities” 
even though callable after two years. In 
Bazley v. Commissioner;* while the exchange 
of old stock in a closely held corporation 
for new stock and two-year debentures 
callable at any time was held to be a dis- 

10 40-2 ustc {| 9676, 114 F. (2d) 706 (1940); rev’g 
CCH Dec. 10,086, 38 BTA 43. 

4 CCH Dec. 10,838, 40 BTA 750 (1939). 

12 42-2 ustc § 9751, 131 F. (2d) 528 (1942). 

13 CCH Dec. 14,364(M), 4 TCM 97 (1945). 


#4 47-1 ustc J 9288, 331 U. S. 737 (1947). Accord: 
Adams v. Commissioner, 47-1 ustc { 9288, 331 
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tribution of a taxable dividend, and not a 
recapitalization, the Supreme Court referred 
to the debentures as “securities” within the 
meaning of Section 112(b)(3) even though 
they could have been called immediately. 


In another Tax Court case, Globe-News 
Publishing Company, Inc.;* an admitted re- 
organization stockholder transferred pre- 
ferred stock and rights to dividend arrears 
in exchange for new preferred and common 
stock and interest-bearing scrip covering 
accumulated dividends payable in twenty- 
five years or sooner at the option of the 
corporation. The Tax Court held that the 
scrip was “securities.” The argument that 
the scrip was “only an unsecured note and 
obligation to pay” was passed over by the 
court, which stated: “Securities may take 
the form of shares of stock, bonds, or notes.” 


Right to Undeclared 
Dividend Arrears 


The classification of the right to un- 
declared dividend arrears, if tested separa- 
rately for the stock itself, has never been 
passed on by the Supreme Court, but the 
Tax Court has treated these rights as “se- 
curities” when received in a reorganization. 
In Skenandoa Rayon Corporation,* the Tax 
Court’s predecessor, the Board of Tax Ap- 
peals, decided that the rights represented 
by accumulations of preferred dividends are 
rights to share in future earnings and, as 
such, represent “such a continuity of inter- 
est in the affairs of the corporation as to 
constitute them ‘securities’ . . . —a curious 
security to be sure but nevertheless a se- 
curity.” Once again the Board identified 
the continuity-of-interest test with the 
meaning of “securities.” 


In all of the cases so far considered the 
instrument in question was received by the 
transferor. Following the Watts case, they 
develop the proposition that long-term bonds 
are securities; following the Pinellas case, 
they develop the proposition that short- 
term notes are not securities, The court 
approaches the subject pragmatically; and 
if it feels that what is involved is essentially 
a sale of property, it properly strives to hold 
the transaction taxable and looks at the 
instrument received as equivalent to cash. 
It is here that the court is tempted to say 
that the note is not a “security.” The result 


U. S. 737 (1947); Heady v. Commissioner, 47-1 
ustc { 9295, 162 F. (2d) 669 (CCA-7, 1947). 

18 CCH Dec. 14,065, 3 TC 1199 (1944). 

16CCH Dec. 11,388, 42 BTA 1287; aff’d 41-2 
ustc {| 9631, 122 F. (2d) 268 (1941). 















is proper, but the court’s definite statement 
that notes are not securities leads to con- 
fusion and unfairness when we consider the 
notes which are given up on exchange for 
stocks or bonds of the transferee. 


Instruments Relinquished 
on Exchange 


Where the instrument or interest in ques- 
tion is given up by the transferor in ex- 
change for stock or securities, the courts, 
with varying degrees of success, have tried 
to follow the above cases. The question first 
arose in Commissioner v. Kitselman.™ Old 
bonds were given up in exchange for bonds 
and stock in a new corporation. The old 
stockholder received nothing. The old bond- 
holders attempted to deduct their loss, but 
the government successfully argued that the 
bonds were “securities.” The question 
whether they were such securities as to sat- 
isfy the continuity-of-interest test of reor- 
ganization did not arise since the Le Tulle 
case had not yet been decided. The gov- 
ernment still asserted that a creditor’s re- 
organization was not taxable when a gain 
was involved. After the Le Tulle case, the 
government asserted that if bonds and notes 
do not represent a proprietary interest when 
received, they cannot represent a proprietary 
interest when given up. 


Purely mechanical application of the 
Pinellas and Le Tulle doctrines would make 
unavailable the provisions of the reorgan- 
ization statutes covering tax-free exchanges 
in a number of situations—situations in 
which these provisions are certainly needed 
—where a creditor or noteholder gives up a 
note or other interest in exchange for stock 
or securities in a new corporation. In these 
cases the creditor or noteholder is usually 
forced against his will into a proprietary 
position with relation to the failing enterprise. 


In a creditor’s reorganization, Neville Coke 
& Chemical Company v. Commissioner,® a 
creditor-transferor gave up three-, four- and 
five-year notes in exchange for new de- 
bentures and common stock. The Third 
Circuit Court held the transaction taxable 
on the basis on which the Pinellas case had 
held that notes received on an exchange 
were not securities, and that if notes are not 
securities when received, they are not se- 
curities when given up. This syllogism, if 
applied rigidly, would make taxable a re- 


17 37-1 ustc { 9237, 89 F. (2d) 458 (CCA-7, 
1937). 
(2d) 599 (1945); 






18 45-1 ustc { 9233, 148 F. 
cert. den. 326 U. S. 726. 
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capitalization of any corporation where a 
creditor has a note or open account. 


Burnham Case 


One of the earliest cases on this subject 
was Burnham v. Commissioner,® in which 
stockholders gave up the corporate notes in 
exchange for new stock in the same corpo- 
ration and endeavored to deduct a loss. The 
Seventh Circuit Court disallowed the loss 
on the basis that the notes were “securities” 
in connection with a recapitalization, and 
stated: “We think it cannot be said that 
long-term promissory notes are not of such 
dignity and formality as to be called se- 
curities.” 


The court distinguished the Pinellas and 
Cortland cases on the interesting ground that 
those decisions were “obviously based not 
so much on the ground that the short-term 
purchase money notes were not securities 
as that the transactions involved were not 
reorganizations.” This is a correct state- 
ment of the principle of the Pinellas case; 
and yet so many of the cases have held that 
because of lack of continuing interest, there 
is no reorganization but merely a camou- 
flaged sale, and that therefore the notes are 
not securities. 


The Burnham case held that the notehold- 
er had an interest in the corporation before 
recapitalization, as evidenced by its long- 
term notes, and that the same party held 
the interest after recapitalization in changed 
form. The case was distinguished in Pacific 
Public Service Company,” involving short- 
term notes, on the ground that the long- 
term notes given up in the Burnham case, 
especially since a large number were out- 
standing, might have represented such an 
interest as to be considered “securities,” but 
that in the Pinellas case it had definitely been 
decided that short-term notes are not “se- 
curities.” But in dealing with bonds the 
Supreme Court had stated in the Le Tulle 
case that the term of the obligations is 
immaterial. E. N. Griswald™ has pointed 
out, however, that a demand note in a finan- 
cially embarrassed corporation may repre- 
sent just as deep a continuing interest in 
the enterprise as a long-term bond represents. 
The holder of either must cooperate in nurs- 
ing along the sick corporation; and if good 
business sense demands a_ reorganization 
or recapitalization, the benefits of the re- 
organization provision should be available 


19 36-2 ustc 7 9544, 86 F. (2d) 776 (1936). 
2 CCH Dec. 14,377, 4 TC 742 (1945). 
21 ‘Securities and Continuity of Interest,’’ 58 
Harvard Law Review 705 (1945). 
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to all noteholders and bondholders, as well 
as to stockholders. 


Sisto Case 


However, the Burnham case has not been 
followed; and the frequently cited case of 
Commissioner v. Sisto Financial Corporation™ 
seems to control the courts today. In that 
case X Corporation transferred its assets to 
Y Corporation in exchange for Y’s stock, 
and the taxpayer gave up his notes in X 
in exchange for the Y stock. The court 
mechanically applied the Pinellas doctrine, 
and stated: “A fortiori the demand notes 
were not securities.” No consideration was 
given to the fact that the notes were given 
up and not received as in Pinellas. Certainly 
what the noteholder wound up with when he 
received stock was a proprietary interest in Y. 


The nature of the ambiguous conclusion 
reached by the courts in attempting to apply 
general language is pointed up in F. T. Bed- 
ford. There the taxpayer owned preferred 
stock in X Corporation guaranteed by Y 
Corporation. Both X and Y were reorgan- 
ized under Section 77B of the Bankruptcy 
Act, and the taxpayer gave up his preferred 
stock and right to receive dividend arrears 
in exchange for new stock in each company. 
The Tax Court held the receipt taxable on 
the basis that preferred creditors of X were 
general creditors of Y before reorganization 
and were stockholders of Y after reorgan- 
ization, and that a creditor’s claim against 
Y was not such a continuing interest as to 
make the claim a security. 


However, the Board of Tax Appeals had 
previously decided, in Schweitzer & Conrad, 
Inc.” that preferred stock which had no 
voting rights and which was redeemable on 
thirty days’ notice constituted “securities.” 
The continuity-of-interest test was satisfied 
where creditors of a bankrupt corporation 
succeeded to the stockholders’ equity. Old 
notes and an open account were exchanged 
for new notes and new stock. The failure 
of proof as to maturity dates of old notes 
was insufficient to show that they were short- 
term notes and therefore not securities. 


Early Concept of Securities 


Before any of these cases were decided, 
custom and usage among both lawyers and 
businessmen gave a sweeping definition to 


244-1 ustc § 9101, 139 F. (2d) 253 (CCA-2, 
1243). 

3 CCH Dec 13,636, 2 TC 1189 (1943). 

24 CCH Dec. 11,028, 41 BTA 533 (1943). 

*% Corporations (8th ed., 1928), Vol. 1, p. 92. 

26 1927 Income Tax Procedure, p. 774. 
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the term “securities.” Cook included in the 
term all bonds, certificates of stock and 
other evidences of debt or property. Mont- 
gomery*® in discussing Section 203(b)(2) 
(now Section 112(b)(3)), stated: “Securi- 
ties comprehend short-term notes and simi- 
lar obligations as well as bonds.” Webster’s 
New International Dictionary defines se- 
curity as “an evidence of debt or of prop- 
erty, as a bond, stock certificate, or other 
instrument.” 


According to the historical jurists,” we 
are to find the law in the original expres- 
sions, customs and habits of the people. It 
is difficult to believe that Congress, in the 
light of accepted usage in a capitalistic sys- 
tem, intended to provide for a tax-free ex- 
change of “securities” in a reorganization 
and, at the same time to mean (1) that in 
every case short-term “securities” are ex- 
cluded, (2) that debt interest received on 
an exchange is not a “security” since there 
is no continuity of interest, and (3) that a 
creditor’s interest is not a security when 
exchanged in reorganization. The fact that 
Congress has not acted to revise the law 
in the light of the cases cannot be taken as 
approval of the court-made definitions since 
there is so much confusion, as well as 
obvious inconsistency and unfairness, in the 
results obtained. In some cases the very 
fact that the instruments were securities 
(debt-interest) has made the exchange tax- 
able on the basis of lack of continuity of 
interest; the court goes on to say that 
therefore the instruments are not securities, 
and that this is so whether the instruments 
are received or given up. 


The courts have taken a pragmatic ap- 
proach. Their close scrutiny of all the facts 
and surrounding circumstances gives them 
a feeling that a transaction is essentially a 
sale. The notion that it is essentially a sale, 
and that Congress meant to tax sales, leads 
them to develop the means of taking the 
transaction out of the protection of the re- 
organization provisions. As long as the 
results are the same and seem just to the 
courts, the process of reasoning is some- 
times very brief and undeveloped, and leads 
to apparent conflict among the cases. 


Development of Concept 


The genesis of the continuity-of-interest 
requirement may be traced to the period 


27 Von Savigny was the chief exponent of the 
school of historical jurists which believed that 
language expresses the genius of the people 
(Volksgeist concept), and that law is found in 
the expressions of the people. 
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when the courts were struggling to sepa- 
rate sales from realignment of interest 
within the degree permitted by the reorgani- 
zation provisions. And yet, are not the 
provisions themselves designed to define 
what is a reorganization and what is not? 
The Supreme Court indicated its reasoning 
when it stated in Pinellas that an exchange 
for cash is taxable, and that Congress could 
not have meant that an exchange for short- 
term notes is nontaxable. But to say that 
short-term notes are not securities is to go 
beyond the facts. Congress must have 
known the customary definition, and did 
not choose to redefine “securities.” The 
Regulations are silent. If Congress wished 
to tax cash sales and exclude transfers for 
short-term notes on reorganization, it could 
have done so. It actually gave its blessing 
of nontaxability to all transfers within the 
scope of reorganization. For the courts to 
assume that short-term notes are not Sse- 
curities is an invasion of the province of 
Congress, and burdens the courts with the 
responsibility of deciding how long the term 
of a note must be to “give it the dignity of 
a security.” 

The concept as first stated in the Pinellas 
case seems sound. If the securities received 
are to be cashed in almost immediately, the 
transaction looks like a sale dressed up as 
a reorganization. The court wants the re- 
cipient to continue in his proprietary ca- 
pacity long enough to satisfy the court that 
he did not subjectively intend a sale. What 
period is “long enough” depends on the 
subjective feelings of a pragmatic court. 
However, the instruments received are 
nevertheless “securities.” 


The situation seems entirely different 
when the securities are given up in ex- 
change for stock. What the transferor -of 
short-term notes has after the exchange is 
stock—a proprietary interest. The fact that 
he did not have such an interest before the 
exchange has been held to break the con- 
tinuity since the notes are not securities. 
However, short-term notes may be just as 
uncollectible as long-term bonds; and if they 
are uncollectible, certainly the noteholder 
receiving stock on reorganization has a con- 
tinuing and very real proprietary interest 
in the company along with that of any 
bondholder. The interest he has when he 
finishes will furnish a good test of whether 
or not there was a sale, regardless of 
whether the securities were received or given 
up. If he recgives two-day notes on the 

% 42-1 ustc f 9245, 315 U. S. 179 (1942). 


»® Federal Taxes—Corporations and Partner- 
ships (1947), Vol. 1, p. 212. 


exchange, whatever interest he may have 
immediately after the exchange is becom- 
ing weaker and is rapidly reaching extinc- 
tion; if he gives up a short-term note and 
receives stock, his interest is becoming 
stronger and approaching ownership. In 
the latter case there will be continuity of 
interest although the form of the interest 
is changing. 


There are a few signs that the develop- 
ment of the definition of securities is still 
amorphous. The Burnham case has never 
been specifically overruled. Also, Helvering 
v. Alabama Asphaltic Limestone Company,” 
while not deciding the securities question, 
answered the question concerning continu- 
ity of interest with the holding that cred- 
itors with unsecured notes became proprietors 
when they first took steps to enforce their 
demands. How much more realistic it would 
be to hold that the notes are securities, and 
that this is the type of reorganization Con- 
gress meant to protect! Continuity of in- 
terest is satisfied since creditors: of an 
insolvent company have a deep interest in 
the ownership and will take over the pro- 
prietorship if that is the soundest method 
of collecting their debt. Perhaps the inter- 
pretation of the Pinellas case will some day 
be revised, and the thinking in the Burnham 
case will be applied. 


Present Concept 


However the law ought to be, the fact is 
that today the term “securities” still has a 
doubtful meaning. Montgomery ™ defines se- 
curities as “bonds and debentures in certifi- 
cate form as usually purchased by investors. 
As to ordinary promissory notes, the 
situation is not clear.” Mertens™ includes 
debentures in “securities,” but adds: “Ordi- 
nary commercial promissory notes are not 
included.” The cases develop that the term 
of the note is most significant. Bonds or 
notes payable after twenty years have a 
good chance of being called “securities.” 
Those payable on demand or up to six 
months have almost no chance of being 
considered securities. Whether the notes 
are secured, registered or negotiable bears 
little weight. Nor does the fact that the 
instruments are callable by the issuer be- 
fore twenty years make any difference, pro- 
vided that the security-holder cannot call 
them sooner. The courts do not distinguish 
between securities received and those given 


(Continued on page 335) 


%* Law of Federal Income Taxation (1942), 
Vol. 3, pp. 229-230. 
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THE LUNCHEON CLUB 


and the Federal Excise Tax 


By GEORGE E. RAY 
and OLIVER W. HAMMONDS 





“HOW SOCIAL IS SOCIAL?” 
ASK THESE DALLAS ATTORNEYS 


fer QUESTION of how social a club 
which has as one of its activities the 
serving of luncheons to its members can be 
without being considered taxable within the 
provisions of Section 1710 of the Internal 
Revenue Code’ is somewhat similar to the 
question of how watery the soup can be 
without being water.? For a while all, in- 
cluding the Treasury, thought they pretty 
well knew the answer, i. e., as well as it 
could be known, and all parties concerned 
were settled down together in a friendly 
and harmonious—if not social—fashion.* 
Then came the “taste test” suggested by 
the dictum of the courts in the Duquesne 
Club* and Turks Head Club® cases, in 1942 
and 1948 respectively, to the effect that any 
gathering by a select company for eating 
purposes, or otherwise, in agreeable sur- 
roundings was sufficiently social as to sub- 


1Code Section 1710, as amended by Section 
543 of the Revenue Act of 1941, Chapter 412, 
55 Stat. 687, and Section 302 of the Revenue 
Act of 1943, Chapter 63, 58 Stat. 21, provides: 

“‘(a) Rate.—There shall be levied, assessed, 
collected and paid— 

‘‘(1) Dues or membership fees.—A tax equiva- 
lent to 20 per centum of any amount paid as 
dues or membership fees to any social, ath- 
letic, or sporting club or organization, if the 
dues or fees of an active resident annual mem- 
ber are in excess of $10 per year. 

“*(2) Initiation fees.—A tax equivalent to 20 
per centum of any amount paid as initiation 
fees to such a club or organization, if such 
fees amount to more than $10, or if the dues 
Or membership fees, not including initiation 
fees, of an active resident annual member are 
in excess of $10 per year. ... 

““(b) By Whom Paid.—The taxes imposed by 
Subdivision (a) shall be paid by the person 
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ject the participants therein to the provisions 
of Section 1710 of the Code. 


Recent decisions, particularly of the Court 
of Claims, are clarifying the picture on the 
facts of each case, as is clearly proper, but 
in the meanwhile all clubs falling into the 
“luncheon” category, and others as well, 
have been put very much on edge, to state 
it mildly, by the increasingly frequent visita- 
tions of agents of the Treasury Department, 
asserting a blanket liability for the tax under 
the broad rule set forth by the court in 
the Duquesne Club and Turks Head Club 
cases, supra.’ In view of this situation, it is 
of some importance to undertake to ascer- 
tain what the correct and current rule is. 
As indicated, our consideration will be con- 
fined to clubs falling into the general 
category of “luncheon clubs.” 


Authorities 


The basic authorities in the consideration 
of the problem are the long-standing regu- 


paying such dues or fees, or holding such life 
membership.’’ 

2In the case of Duquesne Club v. Bell, 42-1 
ustc { 9428, 127 F. (2d) 363 (CCA-3, 1942), the 
court put it a little differently when it ob- 
served, at p. 365, ‘‘The term ‘social’ when used 
in a statute imposing a tax, necessarily becomes 
a term of art, even though an elusive one.’’ 

3 That is, from 1924 to 1942. See findings of 
fact 2 and 3 in Uptown Club of Manhattan, 
Inc. v. U. 8., 49-1 ustc 9261 (Ct. Cls., 1949) 
decided May 2, 1949. 

4 Duquesne Club v. Bell, supra, footnote 2. 

5 Turks Head Club v. Broderick, 48-1 vustc 
7 9211, 166 F. (2d) 877 (CCA-1, 1948). 

6Some Treasury representatives even took 
the position in the field, at least, that square- 
dancing clubs and similar groups, such as 
Pyramid Clubs, were subject to the tax under 
the holdings. 
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lations of the Treasury Department.’ Sec- 
tions 101.24 and 101.25 of these Regulations 
provide in pertinent part as follows: 


“Sec. 101.24. Determination of character 
of club.—The purposes and activities of a 
club or organization and not tts name de- 
termine its character for the purpose of the 
tax. Every club or organization having 
social, athletic, or sporting features is pre- 
sumed to be included within the meaning of 
the phrase, ‘any social, athletic, or sporting 
club or organization,’ until the contrary has 
been proved, and the burden of proof is 
upon it. Every such club or organization, 
therefore, unless it falls within the express 
exemption of the Code (see section 101.30), 
must collect, return, and pay over the tax 
imposed by the Code, unless and until it has 
satisfied the Commissioner of Internal Rev- 
enue that it is not in fact ‘social, athletic, 
or sporting’. If any such club or 
organization claims that it is not in fact 
‘social, athletic, or sporting,’ it shall submit 
to the collector a copy of its charter or con- 
stitution and by-laws, together with a state- 
ment showing its actual purposes, activities, 
practices, and facilities, the character of its 
expenditures, and such other evidence as 
may be requested. .. . 


“Sec. 101.25 Social clubs——Any organ- 
ization which maintains quarters or arranges 
periodical dinners or meetings, for the pur- 
pose of affording its members an oppor- 
tunity of congregating for social intercourse, 
is a ‘social club or organization’ 

unless its social features are not a 
material purpose of the organization but 
are subordinate and merely incidental to 
the active furtherance of a different and 
predominant purpose, such as, for example, 
religion, the arts, or business. The tax does 
not attach to dues or fees of a religious 
organization, chamber of commerce, com- 
mercial club, trade organization, or the like, 
merely because it has incidental social fea- 
tures, but, if the social features are a ma- 
terial purpose of the organization, it is a 
‘social club or organization’ 


7 Treasury Regulations 43 (1941). As stated 
by the court in the Duquesne Club case, supra, 
at p. 365, ‘‘The Treasury Regulations .. . in 
this case are entitled to more than usual con- 
sideration because of their long standing, and 
subsequent reenactments of the taxing statute.’’ 

® The point is succinctly made in the Uptown 
Club of Manhattan case, supra, footnote 3, as 
follows: 

“The courts have uniformly followed this 
test. There have been a great many decisions 
practically all of which apply the same test. 
The law itself appears to be well settled. 

“But when it comes to determining the 
classification in which a club falls, there has 
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An organization that has for its exclusive 
or predominant purpose religion or phil- 
anthropic social service (or the advance- 
ment of the business or commercial inter- 
ests of a city or community) is clearly not 
a ‘social . club or organization’.” 


Under the above regulations, the essen- 
tial question to be determined on the facts 
of each case is whether the “socfal features” 
of a club are a “material purpose” thereof, 
or whether such features are “subordinate 
and merely incidental” to a different and 
“predominant purpose,” such as civic, busi- 
ness, social or educational purposes. 


The applicable rule was put in a somewhat 
different way by the court in the Duquesne 
Club case, supra, where it stated, at page 
365, that a club which has “social features” 
which become “more than merely incidental 
to ‘the active furtherance of a different and 
predominant purpose’” may lose its tax- 
exempt status because its “social activities” 
become “too large a part of the whole.” 
The rule of degree so announced is emi- 
nently sound, the only problem being in 
its application to a particular set of facts.* 
Here the problem begins. 


**Almost a Habit’’ 


The first question is as to under what cir- 
cumstances the eating of lunch constitutes 
a “social activity.” With respect to this 
highly practical aspect of the problem, there 
has been broad language used. On the one 
hand, in what has been stated to be dictum,® 
it has been stated in the Duquesne Club case, 
supra, (at page 366) that eating in itself is a 
“social activity.” On the other hand, in the 
Merchants Club case,” decided four years 
later, in 1946, Judge Jones of the court of 
claims realistically stated (at page 129): 


“Food is essential to life. It is not con- 
fined to a club. Eating, therefore, can 
scarcely be classed as a social activity since 
it is universal and necessary. The discus- 
sion of business while at lunch, both in 
and out of clubs, is a common practice in 
America. It is almost a habit.” 


been considerable difference of opinion. 
differences are in the main factual. No two 
clubs are exactly the same. They differ widely 
in their purposes and practices. Each must 
be decided on its own facts.”’ 

This is, of course, only another way of stat- 
ing Justice Holmes’s great truth that pretty 
much everything in the law is a matter of 
degree—the lawyer’s problem being always 
where to draw the line. 

® Merchants Club v. U. 8., 46-1 ustc { 9288, 
66 F. Supp. 126, at p. 128 (Ct. Cls., 1946). 

10 Tbid. 


The 
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It has been considered by some, includ- 
ing, apparently, the Treasury,” that the 
quoted language denoted a conflict between 
these decisions of the court of claims in the 
Merchants Club case and the circuit court 
in the Duquesne Club case. However, there 
appears to be no valid basis therefor since, 
as pointed out by the court of claims itself, 
in its opinion in the Merchants Club case 
(at page 128), it would have reached the 
same conclusion as did the circuit court on 
the facts present in the Duquesne Club case. 
Apparently the Supreme Court agreed, in 
view of its having denied the government 
application for certiorari in the Merchants 
Club case. 

Lunching facilities were simply the com- 
mon ingredient in these two cases. In the 
Duquesne Club case, the court merely held 
that where, as it was careful to point out 
was true in that case (at page 366), the 
luncheon activity constituted the “main pur- 
pose” of the club, to the exclusion of any 
civic or business objectives, purposes and 
activities, it was a “social” club. On the 
other hand, in the Merchants Club case, 
where the facts showed that the luncheon 
activity was combined with business objectives, 
purposes and activities, and in furtherance 
thereof, a different situation was presented, 
in which the court properly held (at page 
129) that in view of the “dearth of social 
features and the many business activities,” 
the “social features being incidental to these 
predominant purposes,” the club was not a 
social club. 


The test does not appear to be, therefore, 
as some have thought to be indicated by 
the broad dictum in the Duquesne Club case, 
whether lunch is served but whether, as is 
indicated by the facts of that case and cases 
following, the lunching is the predominant 
and primary purpose of the club or whether 
it is merely incidental to and in furtherance 
of other primary and predominant objec- 
tives, purposes and activities of the club 
of a civic, business or educational nature. 
In the one case we find lunching plus high- 
balls plus women, and in the other lunching, 
but lunching with a purpose, incidental to 
the accomplishment of the stated business 
or civic objectives of the club. 


For instance, in the Merchants Club case, 
as the court pointed out (at page 128), the 





lunching was a part of and in pursuance of 
the club’s serving as a “semi-official head- 
quarters” for the selling end of the textile 
industry and as a “sort of clearing house 
of information” for that industry. In short, 
the lunching in that case occupied the same 
essential relationship to the work of the 
club as did the eating at the ancient inns 
occupy to the acquisition of a knowledge 
of the law. It has been accurately stated 
of those inns that “the members ate their 
way to the bench” and that their gatherings 
constituted the “centres of the . . . educa- 
tional systems” of the legal guilds.” 

Subsequent cases substantiate the pattern 
established in the two above-discussed cases 
as a test for determining whether a par- 
ticular luncheon club is or is not “social.” 
In the Turks Head Club case,” decided in 
1948, two years after the Merchants Club 
case, supra, the facts were substantially 
identical with those in the Duquesne Club 
case, supra, except that the facilities were 
less elaborate. There was lunching plus 
highballs plus ladies having club privileges, 
and a complete absence of any civic or busi- 
ness activity, and, in fact, as emphasized 
by the court (at page 883), one of the de- 
clared purposes of the club was “the en- 
couragement of social intercourse.” On 
these facts the court of appeals stated its 
holding * (at page 883): 


“Certainly the facts in the record indicate 
that in practice its activities have been di- 
rected mainly to this end; so far as other 
purposes have been served, such as the 
promotion of the business interests of the 
members and the advancement of the mer- 
cantile and industrial life of the city, these 
have only been incidental by-products.” 


What Does ‘‘Social’’ Really Mean? 


We next have, beginning in 1949 with 
the Uptown Club of Manhattan case,” a series 
of three cases* which further emphasize 
and point up the line of demarcation ap- 
plicable in determining whether a luncheon 
club is or is not “social” within the mean- 
ing of Code Section 1710. 

In all three of these cases, the factual 
pattern was substantially identical with that 
in the case of the Turks Head Club, supra. 





“The government applied for. certiorari, 
which was denied, in the Merchants Club case. 
? Headlam, Inns of Court (London, 1909). 

% Turks Head Club v. Broderick, supra, foot- 
note 5. 

% The court’s holding on this issue was clearly 
dictum in view of the fact that the court ruled 
(at p. 881) that the appellants’ failure to pro- 
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cure and file powers of attorney ‘‘constitutes 
a fatal defect in its case.”’ 

1 Uptown Club of Manhattan v. U. 8., supra, 
footnote 3; cert. den. October 10, 1949. 

16The other two being the Bankers Club of 
America, Inc. v. U. 8., 49-2 ustc § 9491, and 
Drug and Chemical Club of New York v. U. S8., 
49-2 ustc { 9492, both decided December 5, 1949. 
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Luncheon was served, together with high- 
balls and bar facilities, and ladies had the 
privileges of the club. No business pur- 
pose was mentioned in the club certificates 
and there were no civic and business ac- 
tivities of any kind whatsoever. In all three 
cases the court of claims reached the con- 
clusion that clubs of this kind were “social,” 
and, in so doing, had no difficulty in dis- 
tinguishing its own opinion in the Mer- 
chants Club case, supra, and, at the same 
time, reconciling its holding therein with 
that of the Turks Head Club case, supra. 


The court of claims opinion in the Up- 
town Club case is of particular interest, not 
only because of its own facts, but prin- 
cipally because, as noted, it so clearly points 
up the clear line of demarcation to be drawn 
between the application of the same rule of 
law as was used by the circuit court in the 
Turks Head Club case, supra, to the facts 
of this latter case, as well as to the facts 
in its own case, the Merchants Club, supra. 
Both opinions were written for the court of 
claims by Judge Jones. The court first 
refers in its opinion to the fact we have 
referred to above, that eating may be either 
a social or business activity, and in deter- 
mining the predominant purpose of the club, 
which activity it is must be ascertained from 
the “setting and circumstance of the meal” 
and “other features which may have a bear- 
ing on the nature of a club’s activities.” The 
court then went on to point out that the 
facts in the case before it were more nearly 
like those in the Turks Head Club case, 
supra, than the Merchants Club case because 
of the complete absence of any “predomi- 
nant business purpose; that its social fea- 
tures were not incidental, but were a 
material part of the club’s activities,” and 
that it was therefore a “social club” within 
the meaning of Code Section 1710. It is 
significant to note that there were two dis- 
sents to this opinion. 


In the next opinion, in Bankers Club of 
America, Inc. v. U. S., supra, it is most 
significant to note that the court of claims 
in a delivered opinion, this time by Judge 
Whitaker, pointedly did not overrule its 
earlier decision ™ holding that the same club 
again before it did not in 1930 constitute a 
social club. Instead he merely distinguished 
the earlier holding of the court of claims on 
the single ground that subsequently thereto 
“plaintiff has added to its facilities a bar 
which opens at 8:00 A. M. and remains open 
until 5:00 P. M.,” the revenue from which 
was, as pointed out, more than one fourth 


11 Bankers Club of America v. U. S., 1930 
CCH { 9142, 69 Ct. Cls. 121. 


the revenue from the dining room. The 
court then went on to state that “a club 
whose bar stays open from eight o’clock in 
the morning until five o’clock in the after- 
noon, and which maintains a ladies’ dining 
room where they can go unaccompanied by 
a member and may have guests, can hardly 
be said to be merely a luncheon club where 
social activities are purely incidental.” 


Having thus clearly and precisely con- 
fined its holding to the effect of the addition 
of the bar facilities to the already existing 
use of the club by ladies, thus making a 
situation where there was lunching plus 
highballs plus women, the court distin- 
guished—not overruled—its earlier opinion 
as to a situation where there was only 
lunching plus women and properly held the 
club not distinguishable from the Uptown 
Club of Manhattan, supra, and on the au- 
thority of that case alone it held the club 
as now constituted was a “social club.” The 
court emphasized that neither this club nor 
the Uptown Club had any “predominant 
business purpose.” 


The careful and narrow delimitation of 
its opinion in the Bankers Club of America, 
Inc. case, in distinguishing it from the 
court’s earlier opinion holding the same club 
nontaxable, is emphasized by the concurring 
opinions of Judges Littleton and Howell, 
who stated that they concurred in the 
court’s opinion “in view of the facts which 
show that the maintenance and operation of 
the bar provided distinct social features of 
the Club and that these social features were 
material to the life and purpose of the 
organization.” 

Finally, in its last and current opinion in 
the Drug and Chemical Club of New York 
case, supra, the Court of Claims, after re- 
ferring to the fact that the elements in this 
case were “substantially the same as those 
in the case of The Bankers Club of America, 
Inc. v. United States,’ rested its decision for 
the defendant “on the authority of the deci- 
sion in that case.” Again Judges Littleton 
and Howell significantly expressed their 
concurrence in a separate opinion “for the 
reasons stated in the concurring opinion in 
The Bankers Club case this day decided.” 


Conclusion 


There we have the answer as of today 
to our question of “how social is social?” 
in terms of the so-called luncheon clubs. 


(Continued on page 327) 
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“REASONABLE CAUSE” 





as an Excuse for Delinquent Filing 


By ABRAHAM H. SPILKY — — 


CPA, New York City 


OUR COMMENTS ON THE HERMAX CASE SOME MONTHS AGO IN “TAX- 


WISE” PROMPTED MR. SPILKY 


TO PREPARE THIS BRIEF ARTICLE 





HE COMMISSIONER of Internal Reve- 

nue may, within his discretion, require 
that, for the computation of special taxes 
imposed by the Internal Revenue Code, 
special tax returns be filed in addition to the 
regular income tax returns.’ The right of 
the Commissioner to prescribe such separate 
returns has been upheld.? Failure to file a 
timely return so required may subject the 
taxpayer to severe penalties unless such fail- 
ure “is due to reasonable cause, and not due 
to willful neglect.” * Although the Commis- 
sioner, for many years, has had such discre- 
tion in the matter of penalties, the courts 
have not always agreed with him as to what 
constitutes “reasonable cause.” The pur- 
pose of this article is to analyze some of the 
leading court decisions involving a defini- 
tion of this phrase. 


Failure to observe the Commissioner’s re- 
quirements because of ignorance has never 
been accepted as adequate reason for non- 
assertion of the penalty.* “Ignorance of the 
law is no excuse” is an apothegm that a 
taxpayer must always remember.” 

Whether a taxpayer may avoid the pen- 
alty by reliance on the advice of counsel is a 
question of degree and, apparently, one of 
jurisdiction as well. In addition to such 
reliance, there must be other positive actions 
to rebut the question of “willful neglect.” 


The Dayton Bronze Bearing Company case ° 
is probably the first case involving the inter- 
pretation of this phrase. The taxpayer, after 


consulting with “reputable counsel,” believed 
that it was not subject to the tax imposed 
by the Munition Tax Act of September 8, 
1916, and hence “for this reason, and not 
because of willful neglect on its part,” it did 
not file a-return. Subsequently an agent of 
the Internal Revenue Department called at 
its office and requested that it file a return. 
Upon the advice of the collector it filed a 
return under protest, and the collector as- 
sessed a penalty for delinquency. 


Said the court: “while the fact that it 
sought and obtained legal advice, in and of 
itself, might not be sufficient to excuse its 
failure to file this return, nevertheless it 
tends to show that the taxpayer was acting 
in good faith and availed itself of the best 
means at its command to determine, honest- 
ly and fairly, the question of its liability 

” 

The court quoted from German Savings 
Bank v. Archbold": “Courts are reluctant 
to construe a statute so as to impose a penal- 
ty, unless there has been a substantial de- 
linquency”; cited the authorized practice of 
collectors of charging nominal penalties 
where violation of the statute was not inten- 
tional; and remitted the penalty. 


Almost a year later, in Beam v. Hamilton 
another circuit court had occassion to re- 
view a penalty asserted under the same 
section of the law,* although a different tax 
was involved. Here the taxpayer failed to 
inform his accountant that he had income 





1E.g., Regulations 111, Section 29.508-1. 

2 Beam v. Hamilton, 5 ustc § 1655, 289 F. 9 
(CCA-6, May 15, 1923): Noteman v. Welch, 40-1 
ustc { 9132, 108 F. (2d) 206 (CCA-1, December 
22, 1939). 

3 Code Section 291 (a). 

*Law Opinion 818 (1 CB 247), cited with ap- 
Pproval in Dayton Bronze Bearing Company v. 
Gilligan, 1922 CCH { 2050, 281 F. 709 (CCA-6, 
June 6, 1922). 

5 See P. Dougherty Company v. Commissioner, 
47-1 ustc § 9117, 159 F. (2d) 269 (CCA-4, Decem- 
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ber 23, 1946), and cases cited therein: ‘‘an inno- 
cent mistake by a taxpayer . . is of itself 
insufficient to show that his failure is due to 
reasonable cause ... .’’ See also Rogan v. 
Commercial Discount Company, 45-2 ustc § 9326, 
149 F. (2d) 585 (CCA-9, May 25, 1945). 

6 Dayton Bronze Bearing Company v. Gilligan, 
supra, footnote 4. 

7104 U.S. 708 (1881). 

® Beam v. Hamilton, supra, footnote 2. 

® Rev. Stats. Section 3176, as amended by the 
Revenue Act of 1916. 
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which was subject to excess profits tax. 
Subsequently he furnished revenue officers 
with details of this income, although, upon 
the advice of his accountant, he refused to 
sign the return prepared by them, It was 
held that such voluntary disclosure of in- 
come is not equal to the voluntary filing of 
a return. 


Full Disclosure 


A new element, “full disclosure,” was 
introduced for the first time in Hartford- 
Connecticut Trust Company v. Eaton.” On 
March 15, 1921, the trustee had filed, on 
Form 1041, fiduciary tax returns which dis- 
closed a profit made on the sale of real 
estate. No Form 1040 was filed, because a 
few months before a district court had held 
that capital gains were not taxable income.” 
Although the district court was reversed 
only thirteen days later, the trustee did not 
follow up the case. The trustee, however, 
prior to the filing of the Forms 1041, had con- 
sulted with the collector of internal revenue, 
and it was upon his advice that Forms 1041 
had been filed. It was not until October, 
1923, after a request therefor by the collector, 
that Forms 1040 were filed, and the taxes 
paid. The court remitted the penalty, say- 
ing that: “a penalty should not be imposed 
upon a taxpayer who has acted in good 
faith, and given complete information, mere- 
ly because he has not observed all the com- 
plicated requirements of the department.” 


What constitutes “full disclosure” has 
been indicated by the First Circuit in Note- 
man v. Welch™ WHere a corporation failed 
to file Form 1120H. On its return Form 
1120 it had answered “no” to the question 
“Is the corporation a personal holding com- 
pany . ?” The form also did not dis- 
close that more than fifty per cent in value 
of the outstanding stock was owned by not 
more than five individuals, nor did it dis- 
close what percentage of its gross income 
constituted interest. 


The Second Circuit specifically refused 
to follow the theory of the Noteman case 
that “full disclosure” could save the tax- 
payer from the penalty.” 


101 ustc § 417, 34 F. (2d) 128 (CCA-2, June 
17, 1929). 

11 Brewster v. Walsh, 268 F. 207 (DC Conn., 
December 16, 1920); rev’d 1 ustc { 44, 255 U. S. 
536 (March 28, 1921). 

12 Noteman v. Welch, supra, footnote 2. 

13 O’Sullivan Rubber Company v. Commis- 
sioner, 41-2 ustc { 9521, 120 F. (2d) 845 (CCA-2, 
June 6, 1941). 

1443-2 ustc { 9574, 137 F. (2d) 731 (CCA-4, 
August 16, 1943); cert. den. December 13, 1943, 
rehearing den., January 10, 1944. 





It not infrequently happens that a dissent- 
ing opinion is one case subsequently becomes 
the majority opinion in a later case. It is 
therefore worth while to digress to note the 
dissent by Judge L. Hand, especially since 
the question of personal holding companies 
is still current. Judge Hand agreed with 
the majority in refusing to follow the rea- 
soning of the First Circuit in the Noteman 
case. He bases his objection to the imposi- 
tion of the penalty on the grounds that the 
Commissioner could very easily have in- 
cluded the questions required for the Form 
1120H in Form 1120, so that only one re- 
turn would have been required. He said: 

“We are imposing [a penalty] only be- 
cause [the Commissioner] found it adminis- 
tratively convenient to make two bites to 
this particular cherry. The penalty was not 
meant for that; it was imposed to punish 
delinquents; those who either deliberately, 
or from indifference, made no effort at all to 
pay their taxes, not those who merely mis- 
understood duties which they tried to dis- 
charge ....° 

That the bare facts of full disclosure and 
the advice of counsel are not in themselves 
sufficient to avoid the imposition of the pen- 
alty is indicated in A. G. Fides v. Commis- 
sioner.* In this case, the return Form 1120H 
was filed “under protest” and with a state- 
ment that the attorney “then believed, and 
still believes, that petitioner never was, and 
is not now, a personal holding company 

”? 


In other words, the surrounding facts 
must show that the taxpayer not only had 
reasonable grounds for not filing a timely 
return, but that the taxpayer showed good 
faith as well. In C. R. Lindback Foundation,” 
the Tax Court remitted the penalties on 
these grounds and cited the Dayton Bronze 
Bearing Company” case. 

“Good faith” and “reasonable cause” are 
questions of fact to be decided upon sur- 
rounding circumstances and, as stated above, 
are usually indicated by some affirmative 
action on the part of the taxpayer. Thus, 
in Tarbox Corporation,” Haywood Lumber & 
Mining Company® and Hermax Company 
Inc.,° the penalty was sustained because the 
officers of the corporation did not specifically 


1% CCH Dec. 14,347, 4 TC 652 (January 31, 
1945); aff'd, per curiam, 45-2 ustc J 9419, 150 F. 
(2d) 986 (CCA-3, October 11, 1945). 

1% Dayton Bronze Bearing Company v. Gilli- 
gan, supra, footnote 4. 

17 CCH Dec. 14,920, 6 TC 35 (January 11, 1946). 

% CCH Dec. 16,956, 12 TC 735 (May 11, 1949) 
(appeal to CCA-2 by taxpayer pending). 

1% CCH Dec. 16,605, 11 TC 442; aff'd, 49-2 
ustc { 9371 (CA-3, July 29, 1949). 
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request the opinion of the accountant who 
prepared the return.” 


Several leading decisions have held, con- 
trary to the opinion of the Second Circuit, 
that “full disclosure,” either to the accountant 
who prepared the return, or to the Commis- 
sioner (or to both) is evidence of both “good 
faith” and “reasonable cause.”™* In the Hat- 
fried case, especially, the Third Circuit 
Court discussed fully the question of penal- 
ties. Of great interest are the following 
quotations: 


(1) “Reasonable cause means nothing more 
than the exercise of ordinary business care 
and prudence.” * 


(2) “Penalties imposed under the revenue 
laws were designed to attach to conduct of 
a taxpayer ‘which is intentional, or knowing, 
or voluntary, as distinguished from acciden- 


tal’ as evidenced by Sec. 291, ‘and not due 


to willful neglect’.” * 


(3) “It is not the purpose of the law to 
penalize frank difference of opinion or in- 
nocent errors made despite the exercise of 
reasonable care. Such errors are corrected 
by the assessment of the deficiency of tax 


2 It should not be necessary to add that the 
one from whom advice is sought must be quali- 
fied to give such advice. See discussion of Tax 
Court on this point in Hermax Company, Inc., 
supra, footnote 19. As to the reference by the 
Tax Court to the Bercu case (In Re Bercu, New 
York S. Ct., App. Div., First Dept., No. 631, 
April 12, 1948; aff’d without opinion, Court of 
Appeals of the State of New York, July 19, 1949), 
see discussion by the court in Hatfried, Inc. v. 
Commissioner, 47-1 ustc { 9294, 162 F. (2d) 628, 
634 (CCA-3, June 11, 1947). 

2 Hatfried, Inc. v. Commissioner, supra, foot- 
note 20; Orient Investment & Finance Company, 
Inc. v. Commissioner, 48-1 ustc J 9162, 166 F. 
(2d) 601 (CA D. C., February 2, 1948). 





and its collection with interest for the delay 
99 24 


Although the Tax Court did not always 
cite the Hatfried case, some cases appear to 
follow the reasoning used therein, e.g., Hugh 
Smith Inc. Garrett Holding Corporation,” 
Twin Oaks Company™ and Keokuk and Ham- 
ilton Bridge Inc.* 


Conclusion 


It may not always be possible, nor can it 
be expected that businessmen should be 
aware of all the tax problems with which 
they may be faced. It is therefore the obli- 
gation of the tax practitioner not to be 
quiescent in regard to the client’s tax problems. 
If the client does not request an opinion, 
the tax practitioner must call the problem 
to the client’s attention. If, after a study of 
the facts, there is serious question as to lia- 
bility, two courses may be open—either the 
filing of a return, payment of the tax and a 
simultaneous filing of a claim for refund, 
or the attaching of a rider, setting forth 
complete information, to the return. 


[The End] 


22 Southeastern Finance Company v. Commis- 
sioner, 46-1 ustc § 9157, 153 F. (2d) 205 (CCA-5, 
February 5, 1946). 

3U. 8. v. Murdock, 3 ustc § 1194, 290 U. S. 
389 (December 11, 1933). 

% Spies v. U. 8., 43-1 ustc 7 9243, 317 U. S. 
493 (January 11, 1943). 

%8 TC 660 (March 28, 1947). Although this 
case antedated the Hatfried case, the Tax Court 
used the same citation from the Spies case; 
aff'd, 173 F. (2d) 224 (CA-6, February 1, 1949). 

7% CCH Dec. 16,152, 9 TC 1029 (November 28, 
1947). 

77 CCH Dec. 16,887(M), 8 TCM 280 (March 23, 
1949). 

72CCH Dec. 16,990(M) 8 TCM 496 (supple- 
mental memorandum, May 19, 1949). 





THE LUNCHEON CLUB AND THE FEDERAL EXCISE TAX— 
| Continued from page 324 








Unlike the watery soup, they can be social, 
but not too social. Where the setting of the 
luncheon is in a club having civic, business 
or other worthy objectives and activities, 
i. e., lunching with a constructive purpose, 
and an absence of females and bar activities, 
then any social aspects connected with the 
eating of luncheon are so incidental as not 
to render the club subject to the tax. Where, 
on the other hand, the luncheon is in a club 
having appreciable bar activities and female 
company—lunching plus highballs plus females 
—then the social aspects are so material, 


18Cf. Ray and Hammonds, ‘‘Federal Income 
Tax Treatment of Oil Payments: The Validity 


“Reasonable Cause” 





substantial and predominant as to subject 
the club to the tax; then the tail wags the 
dog, and not the reverse. 

Once again the course has been rather 
clearly charted and it is a hardy advocate who 
will ignore the markings. For those who want 
to persevere in their contest with the Treas- 
ury, it is indicated that they will have a 
somewhat more favorable reception by the 
realistic and practical-minded members of 
the court of claims perhaps than elsewhere.” 


[The End] 


of G. C. M. 24849,’’ 25 Texas Law Review 121 
at p. 124. 
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U. S. v. CUMBERLAND 
PUBLIC SERVICE COMPANY 


SALE OF ASSETS 
Received on Liquidation 


THE COURT HOLDING COMPANY AND THE CUMBERLAND DECISIONS 


FIT THE PHILOSOPHICAL PATTERN DEVELOPED BY THE COURT, 


HE RECENT VICTORY of the tax- 

payer in U. S. v. Cumberland Public Serv- 
tce Company* should presumably put to rest 
one of the more troublesome tax problems 
of the day. Virtually every shareholder re- 
ceiving assets on liquidation of a closed cor- 
poration and subsequently selling them was 
confronted with the problem, the full poten- 
tial of which had previously been expressed 
by the Supreme Court in Commissioner v. 
Court Holding Company® Recognizing that 
its decision in the latter case had given 
rise to doubts, and granting certiorari for 
that reason, the Court has attempted to 
clarify the intellectual aura regarding the. 
tax consequences upon the sale of property 
received as liquidating dividends. By re- 
viewing and restating what it deems to be the 
true test in any determination of the validity 
for tax purposes of a sale of assets by the 
individuals after their receipt on the genuine 
dissolution of a corporation, the Court has 
followed a path close to that which it 
travelled in connection with the family- 
partnership problem.* Whether the Cumber- 
land decision will have what is believed to be 
its intended effect may well depend upon 
the inroads which the Treasury Department 
may attempt upon it. 


There are, basically, three methods by 
which to effect the transfer of corporate 


150-1 ustc J 9129, 70 S. Ct. 280, aff’g 49-1 ustc 
f 9259, 83 F. Supp. 843, 855 (Ct. Cls., 1949). 

2 45-1 ustc {| 9215, 324 U. S. 331 (1945). 

3 See Gutkin and Beck, ‘‘Culbertson Case May 
Herald New Era in Family Partnerships,”’ 
Journal of Accountancy, August, 1949, p. 121. 

*This case, as will hereinafter be pointed 
out, related to a sale of corporate assets, not 
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BUT NOW WE HAVE A RULE OF LAW WHICH LOOKS TO REALITIES 


assets. The first one, and probably the most 
expensive taxwise, involves direct action 
by the corporation in the sale of its assets. 
Under this method, a tax will be imposed 
upon the corporation if it has any gain upon 
the sale, and a further tax will be imposed 
upon the stockholders if the proceeds of the 
sale are distributed to them as ordinary 
dividends or as liquidating dividends which 
exceed the basis of their stock. The second 
method, and perhaps the least expensive 
taxwise, involves direct action by the stock- 
holders in the sale of their stockholdings. 
Under this method, it is assumed that the 
corporation is not involved, and any tax will 
be imposed upon the individual stockholders, 
measured by the amount of gain derived by 
them. Where, however, the corporation is 
immediately liquidated by the purchaser of 
the stock, the Bureau of Interne] Revenue 
has tried to assert a tax upon the corpora- 
tion as well as upon such selling stock- 
holders by applying reverse English to the 
principle established in Commissioner v. 
Court Holding Company,‘ but has been unsuc- 
cessful in the attempt.® 


The method which is the subject of this 
paper lies between the two methods already 
mentioned, inasmuch as it involves neither 
a direct sale of assets by the corporation nor 
a direct sale of stock by the stockholders. 


to a sale of stock by the individual stock- 
holders. 

5See J. T. S. Brown’s Son Company, CCH 
Dec. 16,388, 10 TC 840 (1948); Armored Tank 
Corporation, CCH Dec. 16,633, 11 TC 644 (1948); 
Dallas Downtown Development Company, et al., 
CCH Dec. 16,777, 12 TC 144 (1949). 
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By SYDNEY A. GUTKIN 
and 


DAVID BECK 


What it does involve is the dissolution and 
liquidation of the corporation, and a subse- 
quent sale of the assets received on dis- 
solution by the stockholders. In theory, this 
should result in not more than one tax, and 
that imposed upon the stockholders, because 
the fair market value at which they will have 
received the assets upon liquidation and with 
respect to which gain will have been meas- 
ured should also predetermine the selling 
price of the assets sold by the stockholders. 
In practice, however, the substance of the 
transaction has frequently been viewed as a 
sale by the corporation and a liquidating 
distribution of the sales proceeds to the 
stockholders, thereby resulting in a double 
tax. 


Commissioner v. Court Holding 
Company 


Representative of the substantive approach 
to the problem is Court Holding Company. 
There, the president of the corporation con- 
ducted negotiations, on behalf of the cor- 
poratioh, for the sale of its sole asset, an 
apartment house. The prospective purchaser, 
lessee of the house in question, reached an 
oral agreement with the corporation in 
February, 1940. Upon the advice of counsel, 
the corporation refused to reduce the con- 
tract to writing and the purchaser was in- 
formed that such action was necessitated to 
effect tax economies. Immediately there- 
after the corporation was liquidated, the 
stockholders surrendered their stock and 
the building was deeded to them in ex- 
change therefor. Within a week the former 
stockholders sold the property, in their in- 
dividual capacities, to the same purchaser 
upon terms substantially identical with those 
set forth in the previous oral contract with 


Sale of Assets 
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COMMISSIONER v. COURT 
HOLDING COMPANY 





the corporation. A down-payment to the 
corporation, in the amount of $1,000, was 
credited against the purchase price agreed 
upon in the contract with the individual 
vendors. The Tax Court found that the 
corporation never really abandoned its sales 
negotiations, that it never did dissolve, that 
the sole purpose of the so-called liquidation 
was to disguise a corporate sale through 
use of mere formalisms in order to avoid 
tax liability, and that the sale had been 
made by, and the gains were taxable to, the 
corporation. 

The Fifth Circuit Court of Appeals took a 
different view of the evidence and reversed 
the Tax Court. Before the Supreme Court, 
the government contended that whether a 
liquidation distribution was genuine or 
merely a sham was traditionally a question 
of fact. The Supreme Court agreed with 
this contention, and reinstated the Tax 
Court’s findings and judgment. Discussing 
the evidence which supported the findings 
of fact, the Court, in an opinion written by 
Justice Black, went on to say: 

“On the basis of these findings, the Tax 
Court was justified in attributing the gain 
from the sale to the respondent corporation. 
The incidence of taxation depends upon the 
substance of a transaction. The tax conse- 
quences which arise from gains from a sale 
of property are not finally to be determined 
solely by the means employed to transfer 
legal title. Rather, the transaction must be 
viewed as a whole, and each step, from the 
commencement of negotiations to the con- 
summation of the sale, is relevant. A sale by 
one person cannot be transferred for tax 
purposes into a sale by another by using: 
the latter as a conduit through which to pass. 
title. To permit the true nature of a trans- 
action to be disguised by mere formalisms,,. 
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which exist solely to alter tax liabilities, 
would seriously impair the effective admin- 
istration of the tax policies of Congress.” 


The conduit theory formed the basis of 
the government’s argument in the Cumber- 
land case. 


Aftermath: Confusion 


That reasonable men may and do differ 
in their interpretations of law and in its ap- 
plication to facts was amply evidenced in 
the ensuing vears during which Court Hold- 
ing Company represented the Supreme 
Court’s last word on the problem. It soon 
became apparent that no workable standard 
for the guidance of taxpayers, their coun- 
sel and government representatives had 
been established. A variety of techniques 
was resorted to by taxpayers in an effort 
to withdraw themselves from the impact of 
that case, some being successful and others 
unsuccessful. 

For example, in successiully avoiding the 
double tax, some _ shareholder-taxpayers 
were careful to have the corporation take 
no part in the preliquidation negotiations 
of sale or the agreement, the sale in such 
instances being consummated after liquida- 
tion and the distribution of assets. Cases 
such as Howell Turpentine Company v. Com- 
missioner® and Baum v. Dallman* may be 
considered to fall within that category. 
Another successful technique in the avoid- 
ance of the double tax was the deferment 
of all negotiations until the distribution in 
liquidation had been received. Cases such 
as Acampo Winery and Distillers, Inc.,3 Cum- 
mins Distilleries Corporation et al. v. U. S? 
and Ripy Brothers Distillers, Inc.” are repre- 
sentative of the latter technique. 


The presence of liquidating trustees or 
agents frequently resulted in confusion, 
especially where their authority and powers 
were not properly defined. Thus, in Wichita 
Terminal Elevator Company v. Commissioner,” 
the principal stockholder was interested in 
disposing of the corporation’s grain ele- 
vators, and accordingly entered into nego- 
tiations looking toward the accomplishment 
of that purpose. The corporation was dis- 
solved and the property was immediately 
transferred to said stockholder as “agent.” 
Because of the ambiguous drafting of the 


document appointing the agent and the au- 
thority granted him to collect corporate 
claims and to settle the corporation’s debts, 
it was held that the facts and circumstances 
as a whole reasonably demonstrated that 
the sale was, in effect, made by the corpora- 
tion through its liquidating agent. 

Whether an officer of a corporation, who 
was not a stockholder, could undertake 
negotiations, prior to liquidation, for the 
sale of the company’s sole asset as attorney- 
in-fact for the stockholders (his wife and 
three children) and avoid the impact of 
Court Holding Company was answered nega- 
tively in Rose Kaufmann et al. v. Commis- 
sioner.” Among the bases for the court’s 
decision were that: (1) the president, as an 
oficer of the corporation, was under a 
fiduciary obligation to the corporation and 
therefore “had a legal duty in dealing witi 
its property to do so for its benefit”; (2) 
any negotiations by him were accordingly 
deemed to have been conducted on behali 
of the corporation; and (3) the stockholders, 
being also directors, were under a similar 
fiduciary obligation. 


At least one decision raised doubt as to 
whether the business-purpose doctrine so 
frequently identified with cases arising under 
the reorganization sections of our revenue 
laws was being expanded in scope to en- 
compass the type of situation under con- 
sideration. The reversal of the Tax Court 
by the United States Court of Appeals for 
the Second Circuit in Commissioner v. Trans- 
port, Trading and Terminal Corporation ™ and 
its holding against the taxpayer (a sub- 
sidiary corporation) would not warrant un- 
due attention, had the basis therefor been 
the conventional one, to wit, that the tax- 
payer-subsidiary had negotiated the sale and 
could not escape the tax consequences 
incident thereto by a distribution of the prop- 
erty to its stockholder (the parent corpora- 
tion), which, in turn, consummated the sale. 
The court, however, went much further than 
that. It stated that the declaration of the 
shares “as a dividend in kind with the ex- 
pectation that the Parent would at once sell 
them, might alone have been enough to 
make their proceeds... a ‘long-term capital 
gain’.... If an immediate sale was within 
sure expectation, that alone might bring the 
case within such decisions as Gregory uv. 
Helvering “* and Fairfield S. S. Corp. v. Com- 





647-1 ustc { 9281, 162 F. (2d) 319 (CCA-5, 
1947). 

7 48-1 ustc J 9190, 76 F. Supp. 410 (TIl., 1948). 

8 CCH Dec. 15,345, 7 TC 629 (1946), A. 1949- 
11-13091. 

9 48-1 ustc J 9176, 166 F. (2d) 17 (CCA-6, 1948). 

1 CCH Dec. 16,589, 11 TC 326 (1948). 
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147-1 ustc { 9253, 162 F. (2d) 513 (CCA-10, 
1947). 


1249-1 ustc { 9268, 175 F. (2d) 28 (CCA-3, 
1949). 

1349-2 ustc { 9337, 176 F. (2d) 570 (CA-2, 
1949), rev’g CCH Dec. 15,988, 9 TC 247 (1947). 

14 35-1 ustc {| 9043, 293 U. S. 465 (1935). 
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missioner.* In short, we might hold that a 
‘distribution’ in such circumstances was not 
the kind of ‘distribution’ which the statute 
had in mind; it was not a ‘dividend’ declared 
in the ordinary course of business.” 


The diversity of approaches taken by the 
courts of appeal inevitably resulted in a 
situation where a judicious choice of forum 
by a taxpayer forced to litigate might repre- 
sent the difference between success and 
failure. The Fifth Circuit, by reason of its 
opinions in the Court Holding Company case 
itself and in Howell Turpentine Company, was 
notably protaxpayer, whereas the Third 
Circuit, as evidenced by the Rose Kaufmann 
case, was not. The Sixth Circuit, having 
expressed itself in Cummins Distilleries was 
considered sympathetic to taxpayers, while 
the Second Circuit evidenced itself not to 
be so in Fairfield Steamship Corporation v. 
Commissioner and the Transport Trading 
and Terminal Corporation case, supra. Al- 
though the Tenth Circuit held in favor of 
the Commissioner in Wichita Terminal Ele- 
vator Company, supra, the court felt itself 
bound by the Dobson rule and accordingly 
its attitude remained questionable. The 
Court of Claims reached different results 
in cases which are believed to be irrecon- 
cilable—to wit, Guinness v. U. S.“ and the 
Cumberland case. Even the Tax Court was a 
house divided within itself, as reflected in 
Rose Kaufmann. The majority opinion held 
the corporation taxable on gain from the 
sale of an asset, consummated by stock- 
holders after receiving the asset as a liqui- 
dating distribution, where negotiations were 
conducted by the president prior to liquida- 
tion. This group” represented the view 
that conduct, of sale negotiations by officers 
would suffice to impose the tax upon the 
corporation. The concurring opinion dis- 
closed disagreement with the foregoing.as 
the correct rule of law and would have im- 
posed a tax on the corporation only where 
the aforesaid negotiations had reached sub- 
stantial agreement on the terms of sale.” 
The dissenting opinion was to the effect that 
neither negotiations nor substantial agree- 
ment controlled where a liquidating dis- 
tribution precedes the sale.” It was to clear 
up doubts such as the foregoing that certi- 
orari was granted in Cumberland Public 
Service Company. 





13 46-2 ustc § 9322, 157 F. (2d) 321 (CCA-2, 
1946); cert. den., 329 U. S. 774 (1946). 


6 Ibid, 


1747-2 ustc § 9319, 73 F. Supp. 119 (1947); 
cert. den., 334 U. S. 819 (1948). 


1% CCH Dec. 16,608, 11 TC 483 (1948). 
Sale of Assets 





Facts in Cumberland Case 


The respondent, a closely held corpora- 
tion, had for a long time been engaged in 
the business of generating and distributing 
electric power in three Kentucky counties. 
In 1936 a local cooperative began to dis- 
tribute Tennessee Valley Authority power 
in the area served by respondent. It soon 
became obvious that respondent’s Diesel- 
generated power could not compete with 
TVA power, which respondent had been 
unable to obtain. Respondent’s shareholders, 
realizing that the corporation must get out 
of the power business unless it obtained 
TVA power, accordingly offered to sell all 
the corporate stock to the cooperative which 
was receiving such power. The cooperative 
refused to buy the stock, but countered with 
an offer to buy from the corporation its 
transmission and distribution equipment. 
The corporation rejected the offer because 
it would have been compelled to pay a heavy 
capital-gains tax. At the same time the 
shareholders, desiring to save payment of 
the corporate capital-gains tax, offered to 
acquire the transmission and distribution 
equipment and then sell to the cooperative. 
The cooperative accepted. The corporation 
transferred the transmission and distribution 
systems to its shareholders in partial liquida- 
tion. The remaining assets were sold and 
the corporation dissolved. The shareholders 
then executed the previously contemplated 
sale to the cooperative. 


Upon this sale by the shareholders, the 
Commissioner assessed and collected a 
$17,000 tax from the corporation on the 
theory that the shareholders had been used 
as a mere conduit for effectuating what was 
really a corporate sale. Respondent brought 
this action to recover the amount of the 
tax. The Court of Claims found that the 
method by which the stockholders disposed 
of the properties was avowedly chosen in 
order to reduce taxes, but that the liquida- 
tion and dissolution genuinely ended the 
corporation’s activities and existence. The 
court also found that at no time did the 
corporation plan to make the sale itself. 
Accordingly, it found as a fact that the sale 
was made by the shareholders rather than 
the corporation, and entered judgment for 
respondent. One judge dissented, believing 





1% Judges Opper, Disney, Harron, Harlan, 
Johnson, LeMire and Turner. 


2 Judges Kern, Leech and Arnold found such 
substantial agreement in the facts of this case. 


2 Judges Hill, Arundell, Van Fossan, Mur- 
dock, Black and Tyson. 
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that the Supreme Court’s opinion in Court 
Holding Company required a finding that the 
sale had been made by the corporation. 


Oral Argument 


At the oral presentation of the case to 
the Supreme Court at which the writers 
were in attendance, counsel for the govern- 
ment urged that the “conduit theory” ex- 
pressed in Court Holding Company should be 
applied to the instant case. Placing reliance 
on Section 19.22(a)-21 of Treasury Regula- 
tions 103,” he argued that the law intends 
that no gain or loss shall be realized by a 
corporation upon its dissolution and the dis- 
tribution of its assets, however they may 
have appreciated in value, where the re- 
<ipients of such assets retain them. As an 
example of such a sanctionable transaction, 
he cited the case of the liquidation of a 
corporation and the formation of a partner- 
ship by the recipients of the assets. In re- 
sponse to questioning by Justice Reed, 
counsel contended that whenever the assets 
of a corporation find their way into the 
hands of the stockholders to enable them 
to consummate the sale thereof, the stock- 
holders are acting as a conduit through 
which title passes to the ultimate purchaser 
from the corporation. In any such instance, 
he argued, the tax is initially attributable 
to the corporation, and that is so whether 
the action is or is not incident to an offer 
of, or negotiation with respect to, possible 
sale. In response to a further question of 
Justice Reed as to whether the court sup- 
ported the Tax Court finding in Court Hold- 
ing that the transaction was a sham, coun- 
sel for the government countered that 
support of the Court of Claims finding in 
the case at bar, that the sale was made by 
the stockholders, would nullify the regula- 
tions. He pointed out that any predictation 
of an opinion by the Court on such a finding 
of fact would hereafter leave the door open 
for stockholders so to chart their affairs as 
to eliminate the corporation from the sale 
transaction. In essence, he continued, any 
case such as the instant one, where there 
was an agreement of sale before complete 
liquidation, where the stockholders were 
bound to dispose of the property when they 
received it and where the whole purpose of 
the transaction was to assist the individuals 





2 When a corporation is dissolved, its affairs 
are usually wound up by a receiver or trustees 
in dissolution. The corporate existence is con- 
tinued for the purpose of liquidating the as- 
sets and paying the debts, and such receiver 
or trustees stand in the stead of the corpora- 
tion for such purposes. (See Sections 274 and 
298.) Any sales of property by them are to 


in their desire to get the property to the 
purchaser, offers no material difference from 
Court Holding Company, inasmuch as gen- 
uineness is lacking in each instance. Chief 
Justice Vinson and Justice Clark asked one 
question each, bearing on the date of the 
corporation’s dissolution and the commence- 
ment of negotiations, respectively. 


Counsel for the taxpayer stressed that 
the Court of Claims had found as a fact 
that the sale had been consummated by the 
shareholders, not the corporation, and dis- 
tinguished Court Holding Company on that 
basis—to wit, that the trier of fact in the 
latter case had reached a contrary finding. 
Findings of fact by the triers thereof should 
prevail, continued counsel, to which Justice 
Frankfurter nodded his approval. When 
asked by Justice Minton whether the cor- 
poration would have dissolved without the 
existence of the contract to sell, counsel re- 
plied in the affirmative, adding that the tax- 
payer merely chose the course of least tax 
resistance. When asked by Justice Reed 
whether any small corporation would ever 
shape its transaction in such a way as to 
require the application of the double tax, 
counsel responded in the negative and 
counterquestioned as to whether there was 
any reason why it should. Justice Reed 
then replied that he himself would have 


conducted the transaction along parallel 
lines. 


In response to a further question by 
Justice Minton as to what, if anything, the 
Court of Claims found as to the bona fides 
of the entire transaction, or the lack of it in 
favor of a mere device to save taxes, coun- 
sel for the taxpayer stated that the entire 
transaction, including the liquidation and 
sale, was premised on good faith and 
genuineness. When asked by Justice Black 
whether the Court of Claims could have 
reached a conclusion that the sale was not 
bona fide, counsel replied in the negative, 
pointing out that all the facts had been set 
forth as found in the record. This was a 
pointed question, inasmuch as Justice Black 
had written the opinion in Court Holding, 
and was ultimately to write the opinion in 
the instant case. 


It may be that Chief Justice Vinson 
initially approached the problem from the 
viewpoint of the Commissioner but was 


be treated as if made by the corporation for 
the purpose of ascertaining the gain or loss. 
No gain or loss is realized by a corporation 
from the mere distribution of its assets in 
kind in partial or complete liquidation, how- 
ever they may have appreciated or depreciated 
in value since their acquisition. 
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persuaded by the rest of the Court that such 
a position was untenable. This may be evi- 
denced by the fact that he pointed to the 
letter of May 21, 1940, written by taxpayer’s 
then attorney to the prospective purchaser, 
in which: (1) the former advised the latter 
that the directors of the company had con- 
sidered the problem and had determined 
that the corporation would not accept the 
offer for the transmission and distribution 
lines, but that (2) the two controlling stock- 
holders as individuals were willing to enter 
into a contract. The Chief Justice asked 
whether that tie-in in the same letter was 
not close to negotiations by the corporation 
itself, and seemed inclined to think that it 
was, particularly in the light of prior nego- 
tiations as to price, with respect to which, 
he stated, the corporation had some con- 
nection. Counsel for the taxpayer re- 
emphasized that the negotiations had not 
been conducted by the corporation—that 
initially the stockholders had offered to sell 
their stock and that <he corporation had 
specifically rejected the offer to buy the 
physical assets, but that the stockholders 
were willing to acquire said assets from the 
corporation and subsequently sell them. 


Supreme Court’s Opinion 


A reading of the decision in the case 
makes it obvious that the Court adopted 
the arguments of counsel for the taxpayer, 
and the opinion disposes not only of the 
immediate problem presented but also of 
certain related matters. 


Initially, the Court recognizes that a cor- 
poration which sells its physical properties 
is taxed on capital gains resulting from the 
sale and that there is no corporate tax on 
the distribution of assets in kind to share- 
holders as part of a genuine liquidation, 
however they may have appreciated or de- 
preciated in value since their acquisition.” 
The Court’s restatement that a corporation 
realizes no gain from the distribution of a 
dividend in kind is in line with its earlier 
holding in General Utilities and Operating 
Company v. Helvering,* and should tend to 
discourage the continued efforts of the Bu- 
reau to derogate from the opinion and to 
restrict its scope. 


Its refusal to extend the “conduit” theory 
enunciated in Court Holding Company to the 
instant case lies in the Court’s explanation 
that the language thereof does not mean that 
a corporation can be taxed even when the 
sale has been made by its stockholders fol- 


lowing a genuine liquidation and dissolution. 
It recognizes that while “the distinction be- 
tween sales by a corporation as compared 
with distributions in kind followed by share- 
holder sales may be particularly shadowy 
and artificial when the corporation is closely 
held, Congress has chosen to recognize such 
a distinction for tax purposes. The cor- 
porate tax is thus aimed primarily at the 
profits of a going concern.” The Court 
points out that whatever may be the motive 
for liquidation, Congress has imposed no tax 
on liquidating distributions in kind or in dis- 
solution, and consequently a corporation 
may liquidate or dissolve without subjecting 
itself to the corporate-gains tax, even though 
a primary motive is to avoid the burden of 
corporate taxation. 


Moreover, the Court indicates the amount 
and type of reliance to be placed on lower 
courts’ findings of fact supported by proper 
evidence. It plainly states that in the light 
of the Court of Claims’ finding that the sale 
was made by the stockholders rather than 
the corporation, the government’s argument 
that the shareholders acted as a mere “con- 
duit” must fall. And the subsidiary finding 
that a major motive of the shareholders was 


to reduce taxes was stated not to bar that 
conclusion. 


Appraisal of Decision 


The Cumberland case, it is felt, will have a 
salutary effect upon the judiciary, the Treas- 
ury, taxpayers and the bar. With respect to 
the judiciary, not only does the opinion go 
far to crystallize the standards to be ap- 
plied in such a case and to eliminate doubts 
arising out of Court Holding Company, but it 
points the way for the correct application of 
such standards by the lower courts. The 
Treasury should have no cause for complaint 
because the opinion is based upon distinc- 
tions in tax consequence recognized and 
even sanctioned by Congress. Furthermore, 
the opinion not only clarifies the standards 
by which taxpayers may guide themselves in 
ordinary business transactions, but it will 
assist counsel to render advice based upon 
definiteness in legal principle. 


Reverting to the language of the Court, 
we find that it removes uncertainty con- 
cerning the effect of a motive to save taxes. 
That a taxpayer has a legal right to cast his 
transaction in the form least costly to him, 
taxwise, was announced by the Court as 
early as 1873,” although the principle itself 
has travelled a tortuous road since that 





23 Citing Regulations 103, Section 19.22 (a)-21. 
24 36-1 ustc J 9012, 296 U. S. 200 (1935). 
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*%U. S. v. Isham, 17 Wall. 496 (1873). 











time.* The Court’s reaffirmance thereof in 
the instant case is encouraging, but it should 
be noted that the Court makes it a com- 
ponent of the genuineness of the entire trans- 
action. It should be further noted that the 
Court’s language is to the effect that what- 
ever “the motive and however relevant it 
may be in determining whether the trans- 
action was real or sham, sales of physical 
properties by shareholders following a gen- 
uine liquidation distribution cannot be at- 
tributed to the corporation for tax purposes.” 
In other words, the motive to save taxes is 
legally neutral and is to be considered, in the 
final analysis, by the trier of the facts who 
will form an over-all impression of bona fides 
after examining all the facts and circum- 
stances incident thereto. ‘ 

The Court has taken a realistic and a 
practical approach to the problem, acknowl- 
edging that the diversities in tax conse- 
quences that emerge from the tax provisions 
involved are inherent in our present tax law. 
That a corporation should be taxed if it sells 
its assets and distributes the cash proceeds 
as liquidating dividends and yet is not taxed 
if those same assets are distributed in kind 
and then sold by the shareholders, may be 
deemed inconsistent since in either event 
the interest of the stockholders has been 
transferred to the purchaser. Again, if the 
stockholders sell their stock, thereby trans- 
ferring their interest to the purchasers just 
as effectively, the corporation would have no 
gain on such a transaction. The Court re- 
fuses to assume the role of legislator, stating 
that Congress having determined that dif- 
ferent tax consequences shall flow from dif- 
ferent methods by which the shareholders of 
a closely held corporation may dispose of 
corporate property, it accepts the mandate 
of the legislature. 

The Court’s reliance upon the findings by 
the Court of Claims and its refusal to dis- 
turb said findings demonstrates that it is for 
the trial court, upon a consideration of an 
entire transaction, to determine the factual 
category in which a particular transaction 
belongs. This, of course, emphasizes the 
importance of marshalling the facts of a case 
properly, and presenting them to the fact 
finding tribunal in as skillful a manner as 
possible. The opinion is not, however, con- 
strued to mean that the finding of fact by 
the lower court will necessarily predetermine 
the result in the appellate tribunal, which 
is to perform the function of a rubber stamp. 
On the contrary, the facts found by the trier 













































































% See Gregory v. Helvering, supra, footnote 
14, and cases thereafter. 



















thereof will be sustained only where there is 
substantial evidence in the record to support 
such findings. The Court, after setting 
jorth a definite legal rule as a standard of 
conduct, seems to have made the entire 
question one of fact, determinable in the first 
instance by the trier of the case. The weight 
attributable to such fact may be likened to 
that formerly required by the Court under 
Dobson v. Commissioner," with this notable 
exception—that since the repeal of the Dob- 
son rule, an appellate court may review the 
entire body of facts to ascertain whether the 
findings are consistent therewith. 


Had the Court decided the case against 
the taxpayer, the result would probably have 
been to write out of the law in this field the 
separate-entity theory of corporate exist- 
ence. But this would have resulted in the 
anomaly of denying to the corporation a 
separate existence with respect to negotia- 
tions regarding a transaction, and at the 
same time resurrecting the separate entity 
thereof for the purpose of asserting a tax 
against it. Such a holding would have 
created a rule of law and would, indeed, 
have been tantamount to interstitial legis- 
lation. 


Supreme Court's Tax Philosophy 


The opinion in Cumberland is deemed a 
further expression by the Court of its tax 
philosophy which has been emerging in 
recent years. Although there may be doubt 
in some quarters as to the consistency be- 
tween, and the identity of, the “net effect” 
and the “good faith” tests, the Court’s re- 
cent holdings may be molded into one 
homogeneous philosophy. 


The Court’s philosophy is that if the trans- 
action is what it purports to be, as deter- 
mined by the trier of fact, then the tax 
consequences flowing from a literal reading 
of the statute will obtain. This philosophy 
is not based upon sophistry, but upon a 
pragmatic approach to each new situation 
presented to it. And the efficacy of this 
philosophy is demonstrated by its work- 
ability. 

For example, in the reorganization cases, 
such as Adams v. Commissioner and Baszley 
v. Commissioner,* the taxpayers purported to 
exchange outstanding stock for new stock 
and bonds. The Supreme Court, on the 
basis of the record below, held that the 
transaction in substance was not what it 
purported to be—that the net effect of what 


27 44-1 ustc { 9108, 320 U. S. 489 (1943). 
78 Both at 47-1 ustc { 9288, 331 U. S. 737 (1947). 
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had been done was the same as if there had 
been no exchange at any time, and that 
bonds had been declared as an ordinary 
dividend. All discussion in the lower courts 
as to corporate business purpose or share- 
holder purpose was meaningful only insofar 
as it bore out the ultimate conclusion of the 
Court that the transaction was something 
other than what it purported to be. Al- 
though the Supreme Court in the Adams 
case consumed virtually all of the writers’ 
time at the oral argument with questions 
relating to business purpose, the opinion as 
such does not mention that concept. 


Again, in the Culbertson case, the Supreme 
Court stated that the use by the Tax Court 
of the “vital services” and “original capital” 
tests was at best an error in emphasis and 
that the true test is whether the partnership 
is real within the meaning of the revenue 
laws. The question of such reality depended 
upon whether the parties in good faith and 
acting with a business purpose intended to 
join together in the present conduct of the 
enterprise. In other words, was there in 
reality and for tax purposes, as well as other 
purposes, the type of business association 
in substance which it purported to be? That 
is the true test. 


Finally, Court Holding Company and Cum- 
berland fit neatly into the pattern of philoso- 
phy developed by the Court. In both cases, 
the Court accepted the findings of fact of 
the trial tribunal. In the former case, the 
Tax Court had found that the sale was at- 
tributable to the corporation, that the sole 
purpose of the so-called liquidation was to 





disguise a corporate sale through use of 
mere formalisms—to wit, the sale by the 
stockholders was not in fact what it pur- 
ported to be. In the Cumberland case, the 
findings of fact by the Court of Claims made 
incontrovertible the conclusion that the sale 
by the stockholders was in substance what 
it purported to be. 


Conclusion 


It is believed that the Cumberland case 
may be a virtual panacea within the sphere 
of its application. In the place and stead of 
the nebulous “conduit” theory, we now have 
a rule of law which looks to the realities of 
the situation and at the same time is imple- 
mented by the findings of facts of the trial 
tribunal. 

It should be recognized, however, that 
the decision may be emasculated by the 
Treasury Department so that it will furnish 
little, if any, solace to the taxpayer. If the 
Treasury merely pays lip service to the cor- 
rectness of Cumberland, and takes the posi- 
tion that every such situation is one of fact, 
determinable in most instances only by a 
trial tribunal, the practical result will be to 
put taxpayers to the burden of proving their 
cases in court, even where the ultimate con- 
clusion of fact would seem to be inescapable. 


It is felt that if the Treasury should be 
dissatisfied with the pronouncement of the 
Supreme Court, it should channel its efforts 
in the direction of Congress rather than of 
the courts. [The End] 
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up on an exchange; but in recapitalization 
they are a little more lenient in testing the 
continuity of interest, e. g., exchange of 
bonds on recapitalization. 


It is suggested that to be sure that in- 
struments are securities under present law, 
they be clothed with indicia of “securities” 
—i. e., that the instruments be made cor- 
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porate bonds, not payable sooner than five 
years, with interest coupons attached; that 
they be made part of a corporate issue, in 
different denominations; that the bonds be 
numbered consecutively, registered, then 
secured, and not made callable at the option 
of the obligee. [The End] 


PUBLICLY REPORTED CASH DIVIDEND PAYMENTS BY UNITED 
STATES CORPORATIONS TOTALED $6,495,800,000 IN 1949. THIS WAS 
SEVEN PER CENT MORE THAN THE $6,093,700,000 PAID OUT IN 1948. 
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Net Operating Loss Carry-Overs 


and Unused Excess Profits Credits 
in Tax-Free Reorganizations 


4OR MANY YEARS it has been an 
accepted premise of federal income taxa- 
tion that certain transfers of property in 
corporate reorganizations do not represent 
sufficiently closed transactions to justify 
the imposition of a tax. Since the enact- 
ment of Section 203(b)(3) of the Revenue 
Act of 1924, the recognition of gain or loss 
upon such transfers has beer deferred until 
the disposition of the property by the trans- 
feree. Likewise, beginning with Sections 
204(a)(7) and 204(a)(8) of the Revenue 
Act of 1924, the transferee has taken the 
transferor’s cost basis. 


As tax rates have risen and tax considera- 
tions have been playing an ever-increasing 
role in all business decisions, the need for 
such tax-deferring provisions has become 
infinitely greater now than when they were 
first enacted. In their absence, a successful 
business would be in danger of being placed 
in a tax strait jacket from which it could 
escape only at prohibitive cost. The freezing 
of all enterprises in their present corporate 
form is not conducive to a healthy and 
expanding economy. In the corporate as 
well as in the physical world, change is 
the natural concomitant of growth. 


It would seem, however, that the time 
has come to consider whether or not the 
present reorganization provisions adequately 
cover all the tax facets of corporate reor- 
ganizations, and to discover, if we can, 
whether the Internal Revenue Code, as it 
stands today, is putting any unnecessary 
obstacles in the way of healthy business 
evolution. 

The outlines of one such possible obstacle 
are visible in the recently promulgated de- 
cision of the Court of Appeals for the 
Second Circuit in the case of Stanton Brew- 
ery, Inc. v. Commissioner, 49-2 ustc J 5941, 
176 F. (2d) 573, decided July 25, 1949. The 


issue in the case was whether the continu- 
ing corporation in a merger was entitled 
to make use of the unused excess profits 
credit of the merged corporation. A di- 
vided Court of Appeals, reversing the Tax 
Court (CCH Dec. 16,587, 11 TC 310), held 
that it was. However, the taxpayer’s vic- 
tory to date in the Stanton case must not 
blind us to the fact that in New Colonial 
Ice Company v. Helvering, 4 ustc § 1292, 
292 U. S. 435 (1934), a unanimous Supreme 
Court held, in what would probably now 
be a tax-free reorganization under Section 
112(g)(1)(C), that the transferee-corpora- 
tion was not entitled to the net loss carry- 
over of its transferor. 


If, in a transaction in which the trans- 
feree is deemed to be so undistinguishable 
economically from the transferor that no 
gain or loss is recognized on the transfer, 
the transferee is not entitled to the unused 
excess profits credit or net operating loss 
carry-over of its transferor, the reorganiza- 
tion provisions of the Internal Revenue 
Code are only partially performing their 
function. If it is economically desirable 
that in such reorganization transfers the 
transferee take the transferor’s cost basis, 
it is both illogical and undesirable that 
such transfers foreclose the transferee from 
securing the benefits of its transferor’s un- 
used excess profits credits and net loss 
carry-over. The denial of these advantages 
to the transferee violates the basic theory 
of the reorganization sections and places 
a serious road block in the way of corporate 
reorganizations. 


The question of the right of a successor 
corporation in a tax-free reorganization be- 
comes acute in a third type of situation. 
Suppose that a corporation in a particular 
year has paid to a qualified pension or 
profit-sharing plan an amount in excess of 
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the maximum which it can deduct under 
Section 23(p). Can its successor carry over 
and deduct its predecessor’s excess in a 
future year when the successor’s contribu- 
tion is less than the maximum? No case 
raising this point has vet been decided by 
the courts, but the problem is in its es- 
sence similar to that raised by the New 
Colonial and Stanton Brewery cases. 


Of the various types of tax-free reor- 
ganization specified in Section 112(g)(1), 
this problem can arise under subsections 
(A)—consolidations and mergers—and (C) 
—acquisitions by one corporation of sub- 
stantially all the properties of another cor- 
poration. It does not arise under (B), 
where one corporation acquires at least 
eighty per cent of the voting stock and 
at least eighty per cent of all other classes 
of stock of another corporation, since here 
both corporations continue active. Nor 
does it arise under (D), where one cor- 
poration transfers all or a part of its assets 
to another corporation and, after the trans- 
fer, the transferor or its stockholders or 
both are in control of the transferee. If 
substantially all of the properties of the 
transferor are disposed of, the situation 
would come under (C). Otherwise, it can 
be assumed that the transferor keeps on 
doing business and can use its own unused 
excess profits credit and net loss carry-over. 


Strangely enough, this problem has arisen 
only in the two cases above referred to. 
Therefore, the facts and the reasoning of 
both of these cases deserve very careful 
scrutiny. 


New Colonial Case 


In New Colonial Ice Company v. Helver- 
ing, the facts were as follows. The Co- 
lonial Ice Company (hereinafter referred to 


Loss Carry-Overs 


as the “old company”) was organized on 
April 20, 1920. In August, 1921, when its 
plant was only forty per cent complete, the 
old company was unable to meet its obli- 
gations and could not acquire the addi- 
tional equipment required to operate at a 
profit. Accordingly, a creditors’ commit- 
tee was formed, and discovered that much 
of the stock of the old company had been 
issued improperly, and that 3,385 shares of 
preferred and a like number of shares of 
common stock were all that had been validly 
issued. Finally the old corporation and 
the creditors entered into an agreement 
under which the creditors were to complete 
the plant and grant a reasonable time to 
pay the indebtedness. In accordance with 
the agreement, a new company was formed 
on April 13, 1922; and to that company 
the old company sold all its assets in 
consideration of the new company’s assum- 
ing to pay all of its indebtedness and issuing 
to it shares of its preferred and common 
stock to a number equal to the old com- 
pany’s outstanding valid shares. The old 
company then issued the new company 
shares to its stockholders upon surrender 
of their old company shares. During 1922 
and 1923, the old company continued its 
corporate existence but transacted no busi- 
ness and had no assets. During the year 
1921 and for the period up to April 13, 1922, 
the old company had losses. The new 
company sought to deduct these losses un- 
der Section 204(b) of the Revenue Act of 
1921, which provided: 


“If for any taxable year beginning after 
December 31, 1920, it appears upon the 
production of evidence satisfactory to the 
Commissioner that any taxpayer has sus- 
tained a net loss, the amount thereof shall 
be deducted from the net income of the tax- 
payer for the succeding taxable year; and 
if such net loss is in excess of the net 
income for such succeeding taxable year, 
the amount of such excess shall be allowed 
as a deduction in computing the net in- 
come for the next succeeding taxable year; 
the deduction in all cases to be made under 
regulations prescribed by the Commissioner 
with the approval of the Secretary.” 
(Italics supplied.) 


The Supreme Court unanimously denied 
the deduction. After first discussing the 
general considerations that deductions are 
a matter of legislative grace, and that in 
the absence of a clearly defined exception 
there shall be a computation of income on 
the basis of a distinct accounting for each 
taxable year, the Court turned to a con- 
sideration of the specific words of the statute. 
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“Taken according to their natural im- 
port they mean that the taxpayer who 
sustained the loss is the one to whom the 
deduction shall be allowed.” 


Same or Separate Entity? 


The Court then considered the alterna- 
tive contention of the taxpayer that “for 
all practical purposes the new corporation 
was the same entity as the old one and 
therefore the same taxpayer.” The Court 
held that the actions of the stockholders 
and creditors contradicted this argument: 


“They deserted the old company and 
turned to the new one because they re- 
garded it as a distinct corporate entity 
and therefore free from difficulties attend- 
ing the old one. . . . we are of opinion 
that in law and in fact the two corpora- 
tions were not identical but distinct. This 
was plainly implied in the transfer of the 
assets and business from one to the other. 
That transaction was voluntary and con- 
tractual, not by operation of law.” 


The result reached by the Supreme Court 
in this case can clearly be justified under 
the wording of the statute, but the Court’s 
approach to the problem fails completely 
to take into consideration the economic 
realities of the situation. It fastened on 
the fact that the new corporation was a 
separate and distinct entity from the old 
one, while it paid no attention to the fact 
that it was for all practical purposes the 
same economic unit. Under the present 
reorganization statute, the old corporation 
would probably not have recognized any 
gain or loss upon the transfer of its assets 
to the new and the new would have re- 
tained the cost basis of the old for its 
assets. y 


Stanton Brewery Case 


If the action of the majority of the 
Court of Appeals for the Second Circuit, 
in the case of Stanton Brewery, Inc. vw. 
Commissioner, is any criterion, the passage 
of fifteen years since the New Colonial case 
has wrought a change in judicial thinking 
on this problem. In the Stanton case, the 
majority of the Court of Appeals refused 
to take a narrow legalistic approach. An 
indication of the point of view of the ma- 
jority is evidenced first by the different 
way in which the facts are stated. The 
only sentence in the Tax Court’s opinion 
relating to the mechanics of the reorganiza- 
tion is this: 





“Petitioner, a New York corporation ... 
merged with a wholly owned subsidiary on 
December 31, 1941, under section 85 of the 
New York Stock Corporation Law.” 


The Court of Appeals went into the facts 
in a good deal more detail, and stated them 
somewhat differently: 


“Petitioner was formed by a merger of 
The John Stanton Brewing and Malting 
Company and The Stanton Brewery, Inc., 
both New York Corporations, under Sec- 
tion 85 of the New York Stock Corpora- 
tion Law. The merger took place on De- 
cember 31, 1941. The original Stanton 
Brewery, Inc., had been an operating com- 
pany, all but one hundred of its shares being 
held by The John Stanton Brewing and 
Malting Company. Immediately before the 
merger, the holding company acquired the 
last one hundred shares, in exchange for 
previously authorized shares of its own 
stock. Upon the merger, the new company 
took the name of the operating company. 
In determining its adjusted excess profits 
net income for 1942, the first year of its 
existence, the new company deducted the 
unused excess profits credits of its com- 
ponent corporations for 1940 and 1941. The 
Commissioner disallowed the deduction of 
the operating company’s credits, which were 
sufficient either in 1940 or 1941, to cancel 
out the 1942 excess profits tax liability. 
The approval of the Commissioner’s deter- 
mination by the Tax Court led to this peti- 
tion for review.” 


It is to be seen immediately that the 
Court of Appeals is treating the transaction 
more as if it were a consolidation in which 
the two or more old corporations lose their 
identity and are dissolved and an entirely 
new corporate entity is formed. Just why 
the majority of the Court of Appeals felt 
it necessary to put this construction on 
the facts is not entirely clear. The hurdle 
which it had to jump is as great in this 
case as it would have been if it had taken 
the same view of the facts that the Tax 
Court took, namely, that the subsidiary 
which had the unused credit lost its identity 
by merger into the continuing parent. In 
either event the majority had to justify the 
use of the unused credit by a corporate 
entity other than the one which originally 
earned the credit. 


More Sympathetic Approach 


As we go further with the Court of Ap- 
peals opinion, we find an entirely different 
and more sympathetic approach to the prob- 
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lem than was shown by the Supreme Court 
in the New Colonial case. 


“The issue as so stated is thus seen to 
turn upon the nature of merged corpora- 
tions after a merger. At the outset we find 
ourselves confronted with one of those ques- 
tions of legal semantics or categorization 
which constantiy dog the judicial process. 
For here the decision seems to be sought 
in terms of which legal entity swallowed 
the other. Moreover there appears to be 
the further assumption, on the part of re- 
spondent, that necessarily the inactive hold- 
ing company—which lost its identity in 
the other so far at least as its name is 
concerned—swallowed the really active part 
of the enterprise, so that an important 
privilege of the latter, taxwise, is irrevocably 
lost. And it seems that, had the converse 
been true and the swallower originally had 
the privilege, it would still be retained. 
While nowhere stated in these exact terms, 
this does appear to be the premise of the 
Commissioner as accepted by the Tax 
Court. . 


“If there were real substance, for present 
purposes, to this conception of a corporate 
merger as a continuance of existence of the 
dominant corporation only, it would seem 
more in accord with business realities here 
to say that the larger and active operating 
business had taken over the inactive entity. 
It is true that upon his assumption the 
Commissioner may seem to avoid the di- 
lemma of holding that a substantial tax 
credit is harshly destroyed by a compara- 
tively minor change in corporate form. He 
at least can assert—as he does on the basis 
particularly of New Colomal Ice Co. v. Hel- 
vering . . . —that the legal entity having the 
credit is now gone. But even upon his, to 
us, dubious assumption, we do not think he 
really avoids it, for he still employs a mere 
change in corporate form—of a slightly dif- 
ferent nature, but still capable of avoidance 
by skillful legal manipulation—to bring 
about a yet more arbitrary destruction of 
a credit as to one only of two or more 
component parties to a merger. We doubt, 
therefore, that any of these linguistic for- 
mulae suggests a really fruitful approach 
to the solution of. our present problem. 
More properly we must regard the ‘resulting 
corporation’ as the union of component 
corporations into an all-embracing whole 
which absorbs the rights and privileges, as 
well as the obligations, of its constituents.” 


The court then argued that the corpora- 
tion resulting from a merger takes on the 
obligations of its components by operation 


Loss Carry-Overs 


of law, and cited cases where such a cor- 
poration became liable for the tax obliga- 
tions of its components. It next cited cases 
where the resulting corporation’ was allowed 
to deduct unamortized bond discount and 
expenses on obligations of its components. It 
distinguished, albeit somewhat metaphysically, 
cases denying to the resulting corporation 
a deduction for the unused dividend-paid 
credit of its components on the ground that 
the credit belonged to the “corporation” 
rather than to the “taxpayer.” 

The court concluded: 

oe under the natural interpretation 
of Section 710 petitioner, who has absorbed 
the two former corporations, is ‘the tax- 
payer’ now obligated to pay their taxes and 
entitled to their credits.” 


The summation of its opinion appears in 
the following paragraph: 


“Our conclusion that petitioner is en+ 
titled to the unused excess profits credit 
carry-overs of its component corporations 
seems to us, therefore, the reasonable inter- 
pretation of the statutory language. More- 
over, it seems to us the one which will 
carry out the evident statutory purpose, 
since it accords the privileges of the carry- 
Over provisions to what is essentially:.a 
continuing enterprise, entitled to all their 
benefits in ameliorating otherwise harsh 
tax consequences of fluctuating profits: or 
expanding business.” (Italics supplied.) . 


The use of the words “continuing enter- 
prise” is significant since it is this very 
theory of a continuing enterprise which is 
the basis of the nonrecognition provisions 
of Section 112(b) (4). 


Judge Hand's Dissent 


Learned Hand’s dissent first stated that 
he did not feel that extending the privilege 
of a carry-over to the case at bar was 
consistent with the declared purpose of the 
statute—a point on which a difference of 
opinion is permissible. _He then pointed 
out that in other cases privileges. closely 
akin to the carry-over here sought have 
been lost by transfers from one corporation 
to another. He concluded his dissent as 
follows: ; 

“As I have said, that deduction is what 
is left over of the ‘excess profits credit’ 
after it has been used in two earlier years 
upon the taxpayer’s income. In the case at 
bar the income upon which the credit was 
used in 1942 had no equivalent in the two 
earlier years, because the ‘acquiring’ and 
the ‘component’ corporations were then 
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separate businesses. Each did of course 
have its own ‘excess profits credit’, based 
upon its separate business during the ‘base 
years’, and its own separate income in the 
two years to be deducted from that credit; 
but that was all. Even though we were to 
assume that the ‘excess profit credit’ com- 
puted under Section 742 might be used in 
1940 and 1941, we could not use it to 
establish a ‘carry-over’, computed by its 
use upon the separate incomes in those 
years. Only if we computed a joint income 
of both corporations, based upon the added 
fiction that the merger was in existence 
in 1940 and 1941, could the ‘excess profits 
credit’, computed under Section 742, become 
relevant to a ‘carry-over’. I do not forget 
that Section 742 does contemplate the use 
of a fiction; but it does so only as an act 
of grace, an option; and in order to ease the 
burden of the tax. The ‘acquiring corpora- 
tion’ was free at its election to disregard 
that fiction; it might state its tax without 
recourse to an ‘excess profits credit’, as 
computed under Section 742. I can find 
no warrant for adding a second act of grace 
implemented by a second fiction—that the 
corporations were merged during 1940 and 
1941—in order to grant a ‘carry-over’ in 
addition to the option given by Section 742. 
Not only is there no language to support 
such a favor with its appurtenant fiction; 
but, as I have said, there is nothing in the 
past treatment of similar taxes that leads 
me to believe that Congress would have 
wished it so.” 


Soundness of Stanton Principle 


It is submitted that the approach of the 
Court of Appeals is a much more realistic 
one, and pays much more regard to the 
economic realities of a reorganization of the 


types which we are discussing. Nor would 
it appear that the bugaboo of tax avoidance 
will raise its ugly head if the principle of 
the Stanton case is followed. Parentheti- 
cally, at this point, it might be well to 
suggest that the time has come for the 
Treasury to alter its present attitude, which 
often results in the hamstringing of ninety- 
nine legitimate business deals for the sake 
of preventing one case of tax avoidance. 
In cases coming under subsection (A) of 
Section 112(g)(1), there is no possibility 
that the credit could be used twice, because 
the old corporation which owned the credit 
loses its identity in the new and could not 
independently use the credit. If the so- 
called new corporation was in existence 
during the years when the credit was being 
earned and filed consolidated returns with 
the old corporation, the problem would 
not arise, because the credits of the old 
would have been used up by setting them 
off against the income of the new. In 
Section 112(g)(1)(C) reorganizations, there 
is a theoretical possibility of a problem if 
the old corporation transfers substantially 
all, but not all, of its assets to the new 
corporation and continues to have an in- 
come after the reorganization as a result of 
its operation of its retained assets. 


Regardless of whether the Supreme Court 
rules on the Stanton case itself, this would 
seem to be a situation where a statutory 
amendment is in order for the purpose of 
making certain that in any Section 112(g) 
(1)(A) or 112(g)(1)(C) reorganization, the 
continuing corporation should become en- 
titled to all the tax perquisites of its prede- 
cessor, including the right to any net loss 
carry-over, unused excess profits credit or 
pension and profit-sharing carry-overs. 


[The End] 





Seer’s Crystal Ball Didn’t Have Answer 


Business had been good lately for the fortuneteller on Washing- 


ton’s Seventh Street. 


Profits had rolled in. 


And so had new customers, 


according to a report in Pathfinder. 

It did not surprise the seer, therefore, when a young stranger 
in a tan gabardine topcoat recently climbed to her second-floor parlor 
office, asked her name and, without further ado, sat down at the table. 
Methodically, she dimmed the lights, uncovered her crystal ball and 
asked in the usual mysterious tones: “What is it you wish to know?” 

“Why you didn’t file an income tax return last year,” came the quick 


reply from her customer—an agent of the Bureau of Internal Revenue. 
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FEDERAL ESTATE TAX 


ADMINISTRATION 


By C. LOWELL HARRISS 





THE AUTHOR, ON LEAVE FROM COLUMBIA UNIVERSITY, AT 
PRESENT IS WITH THE DEPARTMENT OF ECONOMICS, STAN- 


FORD UNIVERSITY. 


IN THIS ARTICLE PROFESSOR HARRISS 


MEASURES CERTAIN ASPECTS OF FEDERAL ESTATE TAX AD- 


MINISTRATION WITH 


DATA RELATIVE TO THE COST PER 


AGENT OF COLLECTING THE REVENUE 


6¢(\NE’S IMAGINATION is staggered 
upon contemplation of the possibili- 
ties of additional revenue in the 
cases which we had to abandon.... ”? 
By such statements officials of the Bureau 
of Internal Revenue have repeatedly tried 
to convince Congress that it would be good 
business to increase the staff of the Bureau. 
They point out that so many tax returns are 
not investigated, or not investigated thor- 
oughly, that larger outlays for revenue 
agents, by making more thorough audit pos- 
sible, would yield vastly more than the cost 
of the agents. Each additional dollar spent 
on administration would bring in ten or 
twenty dollars of additional revenue. 
Although such high rates of “profit” seem 
irresistibly attractive, Congress has _ re- 
sponded slowly and, from the point of view 
of the Treasury, inadequately. 


Society’s general welfare would probably 
not be advanced by increasing the expendi- 
ture on revenue collection to the margin 
where each additional dollar of revenue 
would cost a dollar to collect. The re- 
sources used to collect the last dollar of 
tax could undoubtedly be used more fruit- 
fully in some alternative way. We have 
few if any standards for measuring the 
“productivity” of effecting transfer pay- 
ments such as are involved in the collection 
of taxes. However, we shall undoubtedly 
have more of what we want in life with 
government rather than anarchy; govern- 


1 Hearings before the Subcommittee of the 
Committee on Appropriations, U. 8S. Senate, 
Treasury ... Appropriation Bill, 1950 (1949), 
p. 76. Statement by Mr. George F. Schoene- 
man, Commissioner of Internal Revenue. The 
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ments need taxes; and tax collection re- 
quires effort. Consequently, there is little 
reason for disputing the proposition that tax 
collection is productive or, to avoid dispute 
over definition, essential. Yet there is littie 
basis for deciding how much can properly 
be spent on collecting either a single tax 
or all taxes combined. 


Cheapness of administration has tradi- 
tionally been considered an important, but 
by no means an all-important, reason for 
preferring one tax over another Of the 
items sometimes considered entitled to 
greater weight in judging taxes, “equity” 
is frequently cited (by academicians). 
Equity undoubtedly stands very high in our 
scale for appraising the relative merits of 
different taxes. Consequently, the question 
of the proper extent to which resources 
should be used for administering a tax must 
take account of the equity of the results 
as well as the dollar cost. The assurance 
of fair treatment of different taxpayers may 
well be so important an objective that more 
resources should be used to collect a tax 
than the dollar-and-cents considerations 
alone dictate. Yet adding this qualitative 
dimension to our problem complicates the 
search for quantitative answers. We move 
farther from an answer which is susceptible 
of precise measurement but, hopefully, closer 
to the best answer. 


In supporting its requests for additional 
funds for tax collection, the Bureau of In- 


specific reference was to income tax, not estate 
tax, returns. 

2 Yet we still know very little about the cost 
of tax administration, i.e., the cost of good tax 
administration. 
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ternal Revenue has emphasized to Congress 
the dollar-and-cents profitability of the 
larger outlays. At times, however, it has 
discussed the prevention of tax evasion as 
in part a problem of protecting the honest 
taxpayer, one phase of the “equity” prob- 
lem. Recently it has also pointed out that 
it can give taxpayers good service only if its 
staff and other resources are adequate. The 
major consideration, however, seems to have 
been revenue.* This choice of emphasis is 
probably wise. Do not “equity” and “serv- 
ice” seem pale inducements alongside of the 
prospect of a twenty-for-one return in dol- 
lars and cents? 


When arguing for additional appropria- 
tions, representatives of the Bureau of In- 
ternal Revenue have not, as far as the 
author has found, presented either detailed 
or refined measures of the additional rev- 
enue to be expected. Testimony of the last 
two years, however, has contained many 
effective examples of high yields in addi- 
tional revenue from concentrated effort on 
income tax returns. Reference has also 
been made to more detailed material in sup- 
port of the requests, but this material seems 
not to have become part of the published 
record. Presumably for its own internal 
administration, for the efficient allocation of 
personnel and other resources, the Bureau 
has measures of accomplishment, of addi- 
tional revenue in relation to cost and of 
factors associated with different types of 
results. There may be good reason for not 
releasing this information to the public.‘ 
Whatever the explanation, however, we 
have little detailed material on the results 
of the administration of federal taxes on 
income and estates, or of the factors re- 
sponsible for the various kinds of results. 


One interesting exception has come to the 
author’s attention in the form of unpublished 
tabulations which the Bureau of Internal 
Revenue has made available for analysis. 
They are the result of a special study of the 
estate tax returns closed in 1941. Although 
the data are in some respects now greatly 
out of date, they are sufficiently unique, and 
they pertain to conditions which in some 
important respects are sufficiently stable, to 
justify study today. In another article the 
author has used these data to estimate the 
effect of audit of estate tax returns on 


* For a criticism of alleged Bureau of Internal 
Revenue attitudes toward taxpayers see Investi- 
gation of the Bureau of Internal Revenue, Re- 
port to the Joint Committee on Internal Revenue 
Taxation by the Advisory Group (1948), espec- 
lally pp. 3-4. 

The most important reason is probably lack 
of public demand, even from members of ap- 
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the totals of the wealth contained in estates 
subject to federal tax. The intention here 
is to draw upon the special tabulations to 
learn more about the process of estate tax 
administration, including the interesting 
question of the net additional revenue 
directly attributable to each agent. 


Description of Data 


In the years applicable to the data under 
consideration the United States Govern- 
ment imposed a tax on estates of its resi- 
dents and citizens leaving net amounts of 
over $40,000. The determination of what 
was included in the gross estate and what 
was excluded or deductible was governed 
then, as now, by exceedingly complex stat- 
utes, regulations, administrative rulings and 
court decisions. A return was required 
from the executor of each estate containing 
$40,000 gross (as defined in the statute, not 
by property law), except that if a nonresi- 
dent alien owned any property subject to 
United States jurisdiction a return was re- 
quired. The tax was imposed at graduated 
rates under two schedules; in effect, four 
fifths of the revenue under the lower sched- 
ule was given to the states since the estate 
could use its receipts for the payment of 
state tax as a credit against the federal tax.° 


Returns were filed in the offices of the 
collectors of internal revenue but were in- 
vestigated by the staffs of the internal rev- 
enue agents’ divisions. By 1941 the Bureau 
had decentralized so that audit was over- 
whelmingly a matter of local authority. 
When a case was settled locally, however, 
the facts were submitted to Washington for 
review. In 1941 special records were kept 
of the facts as finally settled, and the tabula- 
tions which are being analyzed in this paper 
were made from these records. In general, 
the tabulations appear to be carefully and 
accurately done although internal evidence 
suggests a few errors. 


Every estate tax return is examined by a 
responsible officer of the Bureau. This 
completeness of coverage contrasts sharply 
with the auditing coverage of the income 
tax, which is a very small percentage of all 
returns filed. One explanation of the dif- 
ference is that there are now about three 


propriation committees. The author has always 
found the Bureau of Internal Revenue highly 
cooperative in making available data which are 
not restricted by statute. 

5 A brief description of the American death tax 
system can be found in William J. Shultz and C. 
Lowell Harriss, American Public Finance, (Fifth 
Edition) (Prentice-Hall, 1949). 
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thousand times as many income tax returns 
as estate tax returns. Another explanation 
is that executors of an estate need some 
explicit notification of the satisfaction (or 
nonexistence) of tax liability to complete 
the settlement of the estate. One result, 
however, is that even the smallest estate for 
which a return is filed must receive some 
attention.® 


Problems of Auditing 
Estate Tax Returns 


What problems does an agent face in 
auditing an estate tax return? A _ short 
catalogue of these problems follows. It is 
presented as an aid to the understanding of 
the data analyzed later in this article. 


The agent must decide whether or not 
all of the decedent’s property has been re- 
ported on the return—jointly owned prop- 
erty, assets which under property law are 
not transferred at death and which may not 
come to the attention of the executor or 
the probate court, assets now listed in the 
decedent’s name, assets which the executor 
may not realize should be reported or which 
he tries to conceal, interests in insurance on 
the life of another, pension rights, accounts 
receivable (such as an income tax refund), 
the numerous items of personal property 
(currency, jewelry, furniture, stamp collec- 
tions, art objects, furs, etc.) which, if the 
heirs wish, can often easily escape the no- 
tice of the executor or the government’s 
agent. The deductions claimed must be 
checked. Search must be made to see if 
gifts were made before death and, if so, 
whether they were possibly in contemplation 
of death; if there is some such suspicion, 
doctors must be interviewed on medical 
matters, with the executors’ consent, and 
other possible sources of information must 
be checked. Frequently, the legal provi- 
sions of business contracts, trusts or other 
instruments must be examined, and highly 
intricate issues must be solved; although 
such questions will probably not arise in 
one out of four estates, when they do ap- 
pear they can be exceedingly difficult and 
time-consuming. Past records of payments 
of life insurance premiums may have to be 
examined to discover the source of the 


* The Bureau, therefore, is forced to maintain 
a higher minimum level of administration for 
estate than for income tax returns, since for 
many of the latter the minimum is almost zero. 
On the other hand the average level of accom- 
plishment may suffer when, as in the case of 
the estate tax, the Bureau is not able to con- 
centrate its limited resources where they prom- 
ise to give the best results. 
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funds used. Most time-consuming, prob- 
ably, is the problem of valuation. Real 
estate, interests in closely held businesses, 
jewelry and art objects, notes, interests in 
trusts and other types of property present 
difficult problems which the agent must solve 
—and he must also defend his solution.* He 
will ordinarily consult with the executor; 
if there is difference of opinion, he may 
find himself spending long hours in discus- 
sion with the heirs and their representatives. 


Most estates can be handled without great 
effort or trouble—but they may not be han- 
dled well on such a basis. Audit of estate 
tax returns cannot be routinized except at 
great cost in accomplishment. Each case 
is unique and should be dealt with as such. 
The Bureau’s system provides certain checks 
on the agent—his supervisor, the internal 
revenue agent in charge and the Washing- 
ton headquarters; in addition the agent’s 
colleagues may help, as well as check, him. 
Gradually, the administration can accumu- 
late experience that provides general stand- 
ards which, though never tested fully, 
provide useful benchmarks. 


As a practical matter, however, the im- 
portant “detective” work may be subject 
to little checking because the higher levels 
will have no basis for judging whether the 
agent has done a reasonably thorough job 
in the field. On technical matters involving 
interpretations of the law and on certain 
questions of valuation the Bureau has some- 
what more effective methods of appraising 
the results of an agent and of seeing that 
his recommendations are generally in line 
with those of the Bureau. As a rule, how- 
ever, there will be a large range within 
which the agent’s decision will be that of 
the government. In the other direction, 
of course, the executors will check on the 
agent. Yet even here there is a range 
within which the agent has great power; 
this range is set by the costs in terms of 
time and money of protesting and litigating 
a case—the freedom of the executors is re- 
stricted in practice because they cannot 
afford to utilize the opportunities legally 
available. 


Clearly, much responsibility rests upon 
the estate tax agent; a great deal more rests 
upon both the agent and his immediate 


™The agent will seldom, if ever, be able to 
pay for expert valuation or legal advice, and 
yet he will often need such advice from persons 
not in the government service. 

8 Even when the net assets as reported are 
far below the specific exemption, it is by no 
means safe to dispose of cases on the basis of a 
simple routine. 


343 














































































































chief or supervisor. There is no way of 
measuring the range within which the en- 
ergy, perseverance, determination, sympathy, 
curiosity and judgment of the agent and 
his chief can affect the outcome of the in- 
vestigation of estate tax cases. The range 
may be as low as one fifth, though it is 
probably much higher. It will be greater 
over the long-run than over the short-run. 
If administration is weak, taxpayers and 
their representatives can be expected to take 
increasing advantage of the government’s 
inadequacies; on the other hand, good ad- 
ministration will tend to have cumulative 
effects in raising compliance and accom- 
plishment. The results obtained in any 
single year, and the results attributable 
directly to any man or staff, may fall far 
short of the total of both the long-run and 
of the indirect results. It follows, there- 
fore, that the best measurement of the ac- 
complishment of any agent or staff which 
it is possible to make in practice will be 
very incomplete. Yet if quantitative an- 
alysis for a single year, such as that which 
follows, cannot tell the whole story, it is, 
nevertheless, essential for an understanding 
of the picture; if it is insufficient in itself, 
the long-run and the qualitative results must 
then be studied. 


Summary of General Findings 


The special study covered 17,825 estates 
of persons dying on or after August 31, 
1935°; this total was four per cent greater 
than the number of returns filed in 1941. 
Unfortunately, about 1,300 returns for non- 
resident aliens are not separable; since 
these estates received no exemption and 
since they presented very different problems 
from the great body of estates, their inclu- 
sion adds an element of noncomparability; 
much of the analysis which follows, how- 
ever, excludes the division which handled 
most of these returns so that much poten- 
tial error is eliminated. 


Of the total number of returns closed, 
43.7 per cent involved no change of tax 
as a result of audit. These returns were 
generally small, and nearly half of them 
involved no tax at all; they included only 
8.8 per cent of total net estate (as closed). 
Additional tax of $46.8 million was assessed 
on 52.4 per cent of the returns which in- 
cluded 85.3 per cent of the total net estate 
(as closed); the additional tax was 19.7 per 


® A total of 244 cases, in which death occurred 
earlier, were also closed in 1941. They are not 
considered in this analysis because they were 
excluded from the tabulations prepared by the 
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cent of the original tax on these estates. 
Additional tax was collected from six out 
of every seven estates of more than $100,000. 
Overassessments totalling $1.2 million were 
found on 697 returns, most of which were 
for estates of less than $110,000. 


The amount of net estate, amount of tax 
and amount of additional tax were all dis- 
tributed very unequally. A few estates ac- 
counted for a very large part of the result. 
Consequently, an analysis of results like the 
one which follows may be affected to the 
point of serious distortion by a few cases 
which are highly exceptional. This is a risk 
which seems inevitable in working with es- 
tate tax data unless data for many years 
can be grouped; however, such grouping, 
which is not possible here, would itself give 
rise to new problems of lack of uniformity. 
Recognizing the possibility of such distor- 
tion, we can only assume the risk. 


Comparison of Results by Divisions 


By 1941 major auditing responsibility 
rested with thirty-eight division offices. In 
tabulating the results of audit, the Bureau 
classified much of the material according 
to the administrative regions in which the 
field work was organized. These tabulations 
contain enough detail to support some analysis 
of the variations among divisions. Findings 
which are not generally available from other 
sources emerge from this analysis. Although 
there is danger that some of the results are 
due to the chance appearance of an excep- 
tional case or two in a division, the general 
conclusions seem reasonably well founded. 


Table 1 presents data on the number of 
returns, the amount of net estate, the 
amount of original tax and the amount of 
additional tax and overassessment for each 
division. Each return is included in the 
division of the decedent’s domicile at the 
time of his death, with the exception of 
nonresidents. 


Obvious, of course, is the great variation 
among divisions. This wide range of varia- 
tion is probably characteristic of most 
years, though the relative positions of divi- 
sions undoubtedly shift from year to year, 
perhaps greatly, perhaps only slightly. In 
number of returns, amount of net estate 
and original and additional tax, the Upper 
New York Division is much the most im- 
portant. It covers New York City above 
Twenty-third Street (excepting Brooklyn 


Bureau of Internal Revenue on which the ana- 
lysis of this article is based. On the whole the 
amounts involved were small. 
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Estate Tax Returns Closed in 1941; Number of Returns, Net Estate, 
Original Tax, Additional Tax and Overassessment, by Divisions 


Additional Tax as Per 
Cent of Original Tax 


Estates 





Number Net 














Original Additional with Over- 
of Estate Tax Tax Additional All assessment 
Division Returns (Millions) (Millions) (Millions) Tax Estates (Millions) 
ee ee nn ee ee Umer Ue. | Ure ( 
ee o. 1,240 $ 146.0 $ 21.9 $ 2.5 14.0 11.2 $ .10 
New Haven ......... 691 86.3 13.0 2.8 24.3 21.4 .04 
Deeeneem ............ 783 56.6 6.6 1.1 18.1 16.0 .02 
Se 581 51.3 Ce | 5 8.1 7.1 .03 
Second New York ... 1,094 34.7 3.1 3.5 144.5 111.3 05 
Upper New York .... 1,526 312.9 (is & 8.8 12.4 11.4 20 
oS ee 708 57.9 6.8 11 18.4 15.8 .02 
Philadelphia ......... 949 124.5 21.6 27 13.7 y as’ .06 
Pitteouren ........)<. 352 48.9 6.5 1.4 27.6 21.6 10 
Baltimore .«......... 536 52.2 6.1 13 24.8 21.6 02 
Greensboro .......... 154 17.0 21 6 30.8 29.9 * 
Huntington ......... 109 8.7 9 Al 14.2 1L.3 7” 
Richmond ........... 230 17.0 1.9 2 16.9 12.3 * 
DO ee 175 14.8 17 4 26.0 23.3 * 
Conmnan. ..... «...< 5 s00 5 88 6.9 9 A 13.3 10.8 .06 
facksonvilie ......... 296 40.3 5.5 11 20.8 19.2 01 
Nashville ............ 224 15.9 1.2 6 48.2 45.7 * 
Cincinnati ........... 394 43.6 5.4 1.4 28.0 25.4 01 
Cleveland ........... 413 44.5 53 1.9 39.2 36.0 01 
eee 381 67.8 12.0 2.0 17.7 16.9 .02 
Lowisville ........... 208 13.6 1.9 J 18.4 16.5 01 
OO eee 768 70.9 7.9 22 31.3 247 .03 
Indianapolis ......... 310 18.2 2.0 5 24.5 23.6 95 
Milwaukee .......... 381 29.1 3.6 BS 15.2 13.4 01 
eS ee 302 22.8 2.4 s 28.6 21.8 - 
Sormencia .......... 367 18.3 1.9 3 16.3 14.4 * 
Wates. ...<..<. es. ; 489 38.8 35 1.8 56.2 50.9 .02 
New Orleans ........ 242 22.8 2.8 6 25 20.2 * 
Oklahoma City ...... 234 23.8 3.4 mj 23.7 21.8 01 
NET oo sites 186 17.4 2.4 a 14.2 125 = 
OS ee 546 21.1 1.8 Bs 32.1 28.4 * 
ne a ee 389 41.2 53 1.1 22.5 20.3 01 
WCRI a. wc icc canse 248 10.5 8 Zz 31.5 ry | 01 
eS 42 mS oat | 27.7 21.3 4 
Les Angeles ......... 903 72.5 10.0 1.9 23.0 18.9 .28 
Sait Lake City ....... 86 4.2 4 | 23.1 19.4 * 
San Francisco ....... 890 79.1 9.9 ki 14.7 10.7 .07 
Se 310 15.2 1.4 a 19.8 16.4 - 
(oe 17,825 $1,770.6 $269.1 $46.8 19.7 17.4 $1.23 





* Less than $5,000. 
+ Because of rounding, detail will not neces- 
sarily add to totals. 


1% This information gives added confirmation 
to the well-known fact that the owners of a 
great amount of wealth reside in and around 
New York City. Important parts of the metro- 
politan New York area do not come within this 
division—parts of Long Island, New Jersey and 
Connecticut. 

1 The explanation of this result is not clear, 
though some reasons may be suggested. This 


division had the largest average estate; it also 
had the highest percenatge of total assets in 
estates of $500,000 and over, as shown in Table 2. 
Where the original estate is large, the original 
tax will be large. Though in such cases addi- 
tions to the tax can be large in absolute terms, 
they may be small as a percentage of the original 
tax because the latter was large itself; more- 

(Footnote continued on following page) 
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Another striking exception is the Second 
New York Division, comprising Lower 
Manhattan (below Twenty-third Street). It 
covers the New York financial district, but 
it is an area with only a small fraction of 
the city’s inhabitants. This division handles 
a large part of the returns for the estates 
of nonresidents, especially aliens. This fact 
may account for many of the peculiarities— 
the highest number of returns per agent, the 
highest average additional revenue per 
agent, the highest percentage of additional 
tax to original tax and the lowest average 
net estate (a figure whose computation in 
this case, however, rested on assumptions 
subject to a very large margin of error). 
The very high percentage of additional tax 
to original tax is explained partly by the 
point made above that on small estates the 
additional tax is likely to be larger as a 
percentage of the original tax than when 
the estate and the original tax were large.” 
Most of the reason for the high percentage 
of additional tax is to be found, however, 
in the fact that eighteen cases on which a 
total tax of $1.3 million was originally re- 
ported eventually paid $3.3 million in addi- 
tional tax, an increase of over 250 per cent; 
with two insignificant exceptions, this was 
the only division in which the estates with 
additional tax averaging over $10,000 paid 
more in additional, than in original, tax. 
This handful of extreme cases, in fact, ac- 
counted for almost all (ninty-six per cent) 
of the additional tax. This division had by 
far the lowest percentage of number of 
cases with additional tax.“ Returns in this 
division having additional tax averaged 
$148,000 (above exemption) compared with 
an average of $4,500 (above exemption) for 
returns which were not changed, some of 
which were doubtless not taxable. 


(Footnote 11 continued) : 
over, in the upper ranges the credit for state 
death tax is relatively much more important 
than where estates are small. For example, 
if a taxable estate of $1 million was increased 
ten per cent during audit, the additional fed- 
eral tax was about 9.6 per cent of the original 
tax; if an estate of $10,000 (above exemption) 
was increased by ten per cent ($1,000) during 
audit, the additional federal tax was about 
twenty per cent of the original tax. 

Other factors may help explain the result. 
Some of the answer may be found in conditions 
of compliance; the returns as filed may have 
been above average in accuracy, or executors 
may have been unusually effective in dealing 
with revenue agents. The Upper New York 
Division had far more than the average number 
of returns per agent, and its agents worked, on 
the average, with more assets than the agents 
of any other division. Very possibly, this divi- 
sion was relatively understaffed, even though 
its agents recorded the most additional revenue 
per agent. 
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It would be tempting to compare pairs 
or groups of divisions which one might ex- 
pect to be either similar or different— 
Boston and New Haven, Philadelphia and 
Pittsburgh, Detroit and Cleveland, Omaha 
and Wichita, Los Angeles and San Fran- 
cisco, Milwaukee and New Orleans, Dallas 
and Seattle. Nevertheless, the author doubts 
that the findings, except as specific data, 
would be meaningful.™ 


Statistics on Agents 


For 1941, the Bureau’s study found an 
average of 266.3 “effective” estate and gift 
tax personnel, i. e., agents, in division staffs. 
(See Table 2.) Typists, clerks, overhead 
personnel, the personnel in collectors’ 
offices, specialists, such as valuation and legal 
officers, and the personnel of the technical 
staff and of the Washington headquarters 
are not included. Of the thirty-eight divi- 
sions, twenty had fewer than six “effective” 
agents; ten had ten or more. Two had less 
than the equivalent of one full-time agent. 
The average was seven. The largest num- 
bers were in New York, Boston and 
Philadelphia, 


On the average each agent completed the 
audit of sixty-seven estate tax returns dur- 
ing the year.” (The amount of gift tax 
work, though not shown, was certainly very 
much less since virtually all of it is done in 
Washington.) The average equalled 6.1 
cases per working month (about 1.5 a week) 
or 5.6 per calendar month, the difference 
being accounted for by authorized vacations, 
not all of which may have been taken. 


The range of cases per agent was wide— 
from forty to 234. Assuming that the range 
of sixty to seventy-four cases per agent 
made up the limit of ten per cent on either 


22In this division fifty-nine per cent of the 
original returns showed tax of less than $100, 
whereas for the country as a whole the percent- 
age was thirteen. The additional tax was less 
than $100 in forty-one per cent of the cases with 
additional tax in this division, compared with 
twenty-two per cent for the entire country. In 
short, this division handled an unusually large 
number of small estates. 


13 Disruptions resulting from the war un- 
doubtedly made it impossible to check effectively 
the returns of many nonresidents in 1941. 


1% Informed readers may readily find convinc- 
ing reasons why, as regards ‘‘additional tax 
as a per cent of original tax,’’ Los Angeles was 
much higher than San Francisco, New Haven 
than Boston, Pittsburgh than Philadelphia, 
Omaha than Denver, etc. 


13 Not included in this analysis are the 244 
cases closed during 1941 for estates of persons 
who died before August 31, 1935. 
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side of the mean, sixteen divisions were 
within these limits, eight were higher and 
fourteen lower. The totals are somewhat 
smaller if the Second New York Division 
is excluded, and this exclusion may be wise 
because of the heavy concentration there of 
returns of small estates, presumably estates 
of nonresident aliens. Excluding this divi- 
sion, the number of cases per agent falls to 
sixty-four, and the range is reduced to from 
forty to 105. 

On the average, each agent handled thir- 
ty-five returns on which additional tax was 
found to be due. In three divisions the 
average number of cases with additional 
tax per agent was twenty-six, while in one, 
at the other extreme, the number was fifty- 
six, more than twice as high. One third of 
the divisions were within ten per cent of 
the average; yet two thirds had thirty-one 
or fewer, or thirty-nine or more, cases. 

Clearly, the number of cases disposed of 
per agent varied widely. Such large varia- 
tion would perhaps suggest significant lack 
of standardization among divisions. Yet the 
number of cases per agent is not necessarily 
a good measure of achievement. Nor is it 
necessarily a good measure of either oppor- 
tunity or work-load because in every divi- 
sion there was unquestionably always a 
large backlog of cases. The work done was 
never restricted because more cases were 
not available. Some cases, moreover, are 
much more difficult to handle than others. 
The difference in the accomplishments of 
offices must rest on factors other than num- 
ber of cases per agent—complexity of cases, 
general standards of compliance, competency 
and industry of agents, quality of super- 
vision and willingness of the staff to dis- 
pose of cases without field investigation (by 
“survey,” as discussed below). This prob- 
lem will be examined later. 

Total estate tax per agent averaged 
$1,180,000. In the Seattle Division the 
average was under $300,000, while in the 
Upper New York Division it was about 
$4,750,000. Other variations were wide, 
though less striking, Data on agents’ salaries 
and other costs of audit and collection are 
not available. It seems very improbable, 
however, that total costs of administering 
the estate tax were more than 0.8 per cent of 
the revenue obtained.” 


16 Assuming an average salary per agent of 
$4,000, the cost of agents was slightly less than 
0.35 per cent of the average total revenue. The 
number of estate tax cases was so small rela- 
tive to the number of income tax cases, which 
make up the bulk of the work of the offices of 
the collectors of internal revenue, that very little 
of the costs of collectors’ offices need be at- 
tributed to the estate tax. To a smaller extent 
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Additional Tax Per Agent 


Much interest attaches to the question, 
How much did each agent “produce” in 
additional revenue? Space limitations do not 
permit a lengthy discussion of the signifi- 
cance and validity of any answer to this 
question. Assessing additional tax liability 
is only one of the functions of an agent. 


His most fundamental function, of course, 
is seeing that the correct tax is assessed. 
Since executors will naturally have a bias 
in assessing tax on the estate, there is every 
reason to believe that correct tax will often 
involve additional tax. In some cases, how- 
ever, the executor may err in overstating 
the tax due. The agent’s responsibility then 
is to see that the overpayment is refunded. 


Over a period of years the imdirect yield 
of a good revenue staff should gradually 
become increasingly important relative to 
the immediate, direct yield (assuming few 
major changes in the definition of the tax 
base). As good agents help educate execu- 
tors and as the work of these agents gains 
the respect and confidence of those groups 
generally handling estates, errors in report- 
ing should decline. Executors will come to 
see the futility of filing a return with an 
understatement of tax, except where, and to 
the extent that, there is valid basis for dif- 
ference of opinion. The major revenue effect 
of the staff may then be indirect and never 
identifiable. In fact, one test of a good 
administration is the extent to which it 
prevents error in compliance and the growth 
of disputes. Finally, the achievement of a 
staff includes, though unfortunately we can- 
not measure it, the success with which it 
enables final tax determination to proceed 
as rapidly as the estate’s representatives 
wish, the degree to which the costs of com- 
pliance are minimized and the courtesy with 
which the public is served. 


We have little if any basis for measuring 
the Bureau’s achievements in many of the 
respects that have just been noted. As a 
result of the special study, however, we do 
have data for learning about the additional 
direct tax revenue per agent—and these 
data are worth some summary. 


The additional tax per agent averaged 
$175,661." The average overassessment 


the same was true of the Washington head- 
quarters. 

1 This figure does not include additional state 
death tax, which would probably average about 
one sixth of the federal tax. At rates in effect 
at the present time, ignoring the marital de- 
duction, the average additional tax would have 
been $8,689 per agent more. 
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TABLE 2—An Analysis of Estate Tax Returns Closed in 1941, 
by Division 














Number of Additional Total net 
Effective Number of returns tax per estate (incl. 
Division number of returns with addi- agent Total tax specific 

estate tax per tional tax (Thou- per agent exemption)* 

agents agent per agent sands) (Millions) (Millions) 

(1) (2) (3) (4) (5) (6) (7) 
/ eee eee: 17.9 69 35 $137 $1.4 $191.8 
New Haven ......... F1 62 36 250 1.4 112.3 
a e 11.0 71 39 96 e 84.5 
BE Seri Yes. 8.0 73 30 69 1.0 72.8 

Second New York.... 4.7 234 40 737 1.4 40.6 | 

Upper New York..... 18.1 84 40 488 4.8 369.4 
a a rere 12.5 57 34 86 6 84.1 
Philadelphia ........ 15.4 62 32 176 1.6 159.1 
Prtspuren .......... aa 46 27 183 1.0 61.7 
Baltimore ........... 8.2 65 37 161 9 Fla 
Greensboro zie | ae 48 36 200 8 22.6 
Huntington .......... 14 78 41 76 a 12.7 
Richmond ........... 25 92 51 92 8 25.3 
ESS 2.9 60 34 135 ej 21.0 
Comma ........... 0.9 98 42 111 ki 10.1 
Jacksonville ......... 7.4 40 26 142 9 51.2 
ae 3.8 59 40 147 Bs. 24.1 
eee 7.9 50 28 175 9 58.2 
re 7.1 58 37 266 1.0 59.5 
OO ee i 51 37 271 1.9 82.0 
re 3.9 53 26 80 6 20.9 
0 See 11.5 67 42 189 9 98.6 
Indianapolis ......... 44 70 49 105 6 29.2 
Milwaukee .......... 5.1 75 41 96 8 43.2 
RSE ra 4.5 67 34 116 6 33.9 
Springfield 3.9 94 42 71 6 31.6 
Dallas 12.3 40 26 144 4 56.1 
New Orleans ........ 3.5 69 42 159 1.0 31.9 
Oklahoma City ...... 5.6 42 29 132 5 32.4 
OS a eee 4.1 45 29 73 es 24.2 
Oe Sere 52 105 56 100 4 40.1 
SS Se 7.3 53 34 147 9 55.2 
[i 3.5 71 40 61 a 19.3 
eee 0.9 47 26 80 4 49 
Los Angeles ........ 12.9 70 30 148 9 104.9 
Salt Lake City ....... 1.2 72 37 58 4 ta 
San Francisco ....... 12.1 74 32 87 9 111.6 
a eer rn 60 34 45 3 26.2 
(ik ee 266.3 67 35 $176 $1.2 $2,386.1 


* The method used in estimating the amount of the specific exemption is described in the text. 
+ Because of rounding, detail will not necessarily add to totals. 


(refund) per agent was $4,630. The “net” 
dollar increase, therefore, was $171,031. 
Since overassessments were relatively un- 
important and since they are in some ways 
very different from assessments of additional 
tax,” they will not be discussed further. 


1% One great difficulty in treating refunds is 
that in many cases they are not attributable to 
the agent’s efforts. Often the executor takes the 
jnitiative in making the claim. There is likely 
to be additional work put on the agent in han- 
dling the claim; whether or not refunds would 
have been much different had it not been for 
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If the average salary per agent was $4,000 
and the average outlay per agent for clerical 
and other assistance, for office space, for 
expenses and for direction was $3,000, the 
net direct dollar yield per agent was about 
twenty-five times the cost. In fact, the 


the agents no one can say for certain. There 
is no apparent way to make allowance for the 
part the agent played in initiating, checking and 
limiting refunds. Assessments of additional tax, 
however, were much more fully attributable to 
the initiative of the staff. 
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Per cent of 
Total net net estate in 
estate (incl. Average net estates of 
specific estate (incl. $500,000 and 
exemption) specific over (excl. 
per agent exemption) specific 
(Millions) (Thousands) exemption) 
(8) (9) (10) 
$10.7 $155 50.8 
10.1 163 47.8 
7.7 108 35.0 
9.1 125 42.2 
8.3 37 48.2 
20.4 242 69.9 
6.7 119 37.8 
10.3 168 54.3 
8.0 175 55.7 
8.7 134 43.1 
1 147 48.0 
9.1 117 16.1 
10.1 110 22.9 
7.2 120 37.0 
112 115 44.4 
6.9 173 51.6 
6.3 108 19.0 
7.4 148 SES 
8.4 144 49.5 
10.9 215 65.0 
5.4 100 45.5 
8.6 128 40.7 
6.6 94 24.7 
8.5 113 45.2 
re 112 25.9 
8.1 86 2.5 
4.6 115 30.7 
9.1 132 40.0 
5.8 138 47.7 
5.9 130 44.0 
7.7 73 21.0 
7.6 142 51.1 
5.5 78 7.8 
5.4 117 27.0 
8.1 116 45.0 
6.0 84 0.0 
9.2 125 33.9 
5.0 85 15.9 
$9.0 $134 48.4 





average salary and other expense probably 
totalled less, rather than more, than $7,000.” 
There can be no doubt that huge direct 
financial benefit accrued to the Treasury 
from the expenditure on agents. 


The additional revenue per agent varied 
widely from division to division. The low- 


19 As late as 1947 almost seventy-five per cent 
of the investigative personnel in field offices were 
receiving less than $4,150 a year. Investigation 
of the Burea of Internal Revenue, op. cit., foot- 
note 3, p. 17. 
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est was in Seattle: $45,000. The highest was 
in Second New York: $737,000. Excluding 
these two extremes, the national average 
was $143,000. Only seven divisions, includ- 
ing Second and Upper New York, were above 
the national average. More than one fourth, 
eleven of the thirty-eight divisions, averaged 
less than half of the national average. 


The existence of such large variations per 
agent naturally raises questions as to the 
significance and the causes of the varia- 
tions. Possibly too much of the available 
staff was concentrated in divisions with low 
yields per agent. Where yields were low, 
one might well assume that administration 
was more thorough than where yields were 
high, i. e., relative to other areas, personnel 
was being used under conditions of signifi- 
cantly diminishing returns. Some shift of 


‘effort from areas where yields were low to 


areas where they were higher would per- 
haps have resulted in greater revenue and 
better average performance. Yet, on the 
other hand, low yields per agent in some 
divisions may have been the result of in- 
adequate staffing. If so, quite a different 
reshuffling of personnel would have been 
called for, More study of the causes of 
variation is needed.” 

The data, however, do not disclose a 
simple explanation of the causes of variation. 
There are several plausible reasons. 


The number of cases per agent varies 
widely, but a priori it is not obvious what 
the effect should be. Perhaps when agents 
have many cases they can “skim the cream” 
and produce more additional revenue than 
when they handle fewer cases more thor- 
oughly; on the other hand, when agents deal 
with many cases, results may suffer from 
lack of thoroughness. One might expect 
that divisions with a relatively high con- 
centration of large estates would turn up 
the most additional revenue per agent. But 
this result does not follow inevitably, be- 
cause correspondingly more effort per 
agent may be required to handle large es- 
tates. In some areas property law may be 
more complicated than in others, making 
administration more time-consuming. Or 
tax consciousness may be developed more 
fully, leading to greater use of devices for 
avoidance and evasion. The standards of 
compliance may be higher in some places 
than in others so that returns as filed are 
more accurate. State death tax adminis- 


2 Several correlation and multiple-correlation 
studies of the data were made to see if better 
findings could be discovered. Because of in- 
herent limitations on the data, however, the 
author is not yet ready to present the findings. 
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TABLE 3—Estate Tax Returns Closed in 1941 by Survey Comparefwith / 
Closed), and Amount of Original Tax, by Size c 


All Returns Closed 







Net Estate 
Size of (As Closed) Original Tax 
Original tax Returns Amount Amount 
Number PerCent (Thousands) PerCent (Thousands) PerCea} Numb 












enact wae. canes 22 

$1 to $100 2,304 13 
$100 to $500 2,981 17 
$500 to $1,000 1,465 8 
$1,000 to $10,000 ....... 4,344 24 
$10,000 and over ......... 2,902 16 
NS io ot 17,825 100 


* Less than 0.5. : 
+ Because of rounding, detail will not neces- 
sarily add to totals. 


tration varies widely and produces different 
results,” especially in the burden thrown 
on federal administrations. The quality of 
federal agents and their supervisors may 
vary. And, of course, the number of cases 
in most divisions is so small relative to the 
range of their size that random factors can 
lead to large variations in the results, espe- 
cially in any single year. Only a few of 
these and other possible sources of differences 
can be investigated with the data at hand. 


Perhaps the amount of property and its 
distribution may be related to the additional 
revenue per agent; the greater the assets 
in an estate, the larger the base which is 
subject to the agent’s scrutiny and thus the 
more he is in a position to alter. Moreover, 
any addition to the net amount taxable in 
a large estate will bring more revenue than 
the same amount added to a small estate 
“because the rate scale is progressive. The 
data give us two types of measures of the 
amount and the distribution of the net estate. 


21The author seriously doubts that on the 
average the quality of state death tax admin- 
istration equals that of the federal. See Walter 
W. Heller and C. Lowell Harriss, ‘‘The Ad- 
ministration of State Death Taxes,’’ 26 Iowa 
Law Review 628-673 (1941); in more recent 
study the author has found little reason to 
modify the general conclusions of this article. 


2In brief, the procedure involved adding to 
the net estate, as shown, the equivalent of 
$40,000 for each estate taxed (except for an es- 
timated 900 estates of nonresident aliens attrib- 
uted to the Second New York Division). There 
were probably from 300 to 400 more estates 
of nonresident aliens. Failure to make allow- 
ance for them leads to an error, but since there 
is no basis at all for distributing these cases 
among divisions, there seemed to be no logical 
grounds for making provision for these cases. 
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$ 29,529 


12,730 1 $ 96 
46,511 3 751 
41,343 2 1,050 
287,121 16 16,362 
1,353,342 76 250,874 
$1,770,577 100 $269,133 


The first measure is the total net estate 
(as close) in each division. This total can 
be divided by the number of agents or the 
number of cases. It is unsatisfactory as a 
measure or base, however, because the 
amount removed by the specific exemption 
is not included. Since the property repre- 
sented by the exemption was available for 
the agent’s scrutiny and may well have been 
reported inaccurately, it should not be 
omitted in any computations of the “raw 
material” with which agents had to work. 
To eliminate this defect, an adjustment was 
made to add the total amount exempted.” 


The totals of the taxable net estate plus 
the estimated specific exemption divided by 
the number of agents give for each division 
the average net amount of property with 

* which each agent worked. The totals when 
divided by the number of estates give the 


average net amount of property per estate 
in each division.” 


Since the agents also worked with estates which 
were not taxed, allowance had to be made for 
them, and there are undoubtedly some errors 
in this adjustment; it consisted of assuming an 
average of $20,000 above all deductions (except 
the exemption) and also assuming that the 
number of estates finally nontaxable in each 
division bore the same ratio to the number 
originally reported as nontaxable as for the 
nation as a whole. Adding the net estate as 
shown in the Bureau’s tabulations and the 
estimated amount not included because of the 
specific exemption gives an estimate of the total 
amount of property above deductions (except 
the exemption) in the estates handled in each 
division. 


%In some respects gross rather than net 
figures might be more significant. For ex- 
ample, if two estates have identical net amounts 
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aie 71 
° 40 
* 14 

6 21 

93 1 

100 2,43 







pare with All Returns Closed as to Number, Amount of Net Estate (as 


ix, by Size of Original Tax, with Percentages 






Returns Closed By Survey 





Returns Net Estate (As Closed) Original Tax 
ix Per Cent Per aa Per Cent 
Distri- of mount Distri- Amount Distri- of 
-er Cel Number bution Col. (1) thant s) bution Col. 3) (Thousands) bution Col. (5) 






(10) (11) 

$ 1,071 5 

405 4,067 20 

* 142 6 10 3,021 15 
6 217 9 5 10.077 50 
93 13 1 * 1875 9 
100, 2,439 100 14 100 


Stage at Which Cases Closed 


Another phase of the special study re- 
; vealed facts of a type not otherwise avail- 
able to the nonofficial student. A tabulation 
was made of the stage in the administrative 
process at which each case was closed. A 
total of 11,780 cases were covered spe- 


, 
: cifically in the tabulation.™ 
2 Returns are filed at the Office of the Col- 
7 lector of Internal Revenue. They then go 
q to a division office (headed by an internal 
5 revenue agent in charge). Here each estate 
2 tax return is scrutinized by a revenue agent. 
However, since the field staff is not large 
s enough to investigate each return carefully, 
y some selection of returns for the more thor- 
n ough examination is necessary. The selec- 
h tion is made by a key official and rests upon 
n such factors as the form of the return itself, 
e€ the past record of the person or firm which 
e prepared it and the composition and size of 
the estate. The cases which appear most 
— accurate or which, if possibly inaccurate, 
- have deductions so large as to preclude 
rs probability of taxability, are closed upon 
in office “survey.” Data are shown in Table 3. 
“ In 1941 a total of 13.7 per cent of all 
ch cases, 2,439, were closed by survey. They 
of accounted for only 1.1 per cent of the net 
as estate (above exemptions), 0.4 per cent of 
o the original tax and 0.3 per cent of the 
e 
- (Footnote 23 continued) 
ch but one is twice as large as the other, before 
deductions, the latter is likely to present more 
et problems to the agent and more opportunities 
*X- of errors to correct. Unfortunately, we have no 
its usable data on gross estates by divisions, and 
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(12) (13) 
‘8 $ 21 2 22 
9 96 9 13 
7 103 10 10 
4 650 60 4 
* 220 20 * 
1 $1,090 100 * 


$20,112 * 


final tax. Almost two fifths (38.7 per cent) 
showed no tax, and 29.4 per cent showed 
tax of under $100. Most estates closed by 
“survey,” therefore, were relatively small. 
Yet there were 230 with tax of over $1,000 
and thirteen with tax of over $10,000; the 
net assets of the latter averaged $144,000 
(above exemption). Although some large 
estates were closed by survey, this method 
was used relatively less frequently for large 
than for small estates. For example, one 
fourth (24.7 per cent) of the cases originally 
filed showing no tax were closed by survey, 
but only 0.4 per cent of the cases originally 
showing tax of $10,000 and over were so 
closed. It should be noted, however, that 
most small estates were investigated, not 
surveyed. Thus, three fourths of all returns 
originally showing no tax, and two thirds 
of those showing tax of less than $100, were 
investigated. 


Field Investigations 


Most cases—six out of seven in 1941— 
are investigated by an agent. A call is 
made on the executor. The decedent’s rec- 
ords are examined. Problems like those 
described in the second section of this paper 
are studied. It is quite common to discuss 
points of possible dispute with the executor 
at this stage. The agent then makes a re- 
port to his office. 


we must therefore remain content to use the 
net figures adjusted for the specific exemptions. 
24The remaining 6,045 cases included the 697 
estates with overassessments and 5,348 cases 
which were investigated but for which there 
was no change in tax as a result of audit. 
the latter group, 2,028 involved no tax. 


Of 


351 















If he recommends that a deficiency tax be 
assessed and if his superiors concur, the 
executor is told. Ordinarily the issues are 
then discussed informally. A _ settlement 
may be reached, with or without com- 
promise. If terms of settlement are not 
agreed upon, a formal letter is sent to the 
executor. Discussions may continue but, 
unless the executor is satisfied, he must file 
a protest within thirty days. 


This protest will take the case to a 
formal conference in the division office; the 
Bureau’s conferee, however, will be a spe- 
cialist who has not up to this time partici- 
pated in the discussions of this case. If 
agreement is not reached at this conference, 
the case will leave the division office and 
go to the nearest branch of the technical 
staff. This group is made up of highly 
trained personnel. They will not have had 
any previous contact with the case. If their 
decision following a hearing of the case is 
not accepted, the executors may either take 
the case to the Tax Court (in 1941 the Board 
of Tax Appeals) and then through the 
formal court system, or pay the assessment 
and sue in court for refund. All decisions, 
including those to close by survey, are sub- 
ject to Washington approval. It is not 
common, however, for the Bureau’s head- 
quarters to overrule a decision made locally. 


**No Protest’’ Cases 


Of 9,341 cases involving additional tax, 
7,482 (80.2 per cent) were settled with the 
revenue agent without formal protest by the 
estate. The additional tax collected from 
settlements made at this stage was $21.3 
million, 45.6 per cent of the total additional 
tax. 
_ cases the tax collected was 98.7 per cent of 
the deficiency originally proposed. This 
figure, however, appears to be somewhat 
misleading. From other data the writer 
judges that this figure of proposed deficiency 
is not what the agent first proposed but 
more nearly the final settlement or the mini- 
mum the agent would approve rather than 
permit a protest.” 


These findings throw some light on the 
administrative process. The great majority 
of cases involving additional tax are settled 
at the first, or lowest, stage of the process. 
Even when taxpayers paid additional tax, 


*%In practice, executors may try to reach a 
settlement before the agent files his report. One 
executor with long experience told the author 
that agents are likely to be reluctant to con- 
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The tabulatons show that in these. 


they as a rule did not exhaust the alterna- 
tives available to them in the administrative 
process itself before going to formal court 
litigation. 


The average additional tax in these cases 
was much smaller than the average for all 
cases with additional tax—$2,840 compared 
with $5,100. The cases that are settled 
without protest, therefore, tend to be smaller 
than those that are contested. One reason 
is clear—the costs of litigation, including 
delay, will loom relatively much greater 
when the amount in dispute is small than 
when it is large. Yet from the composition 
of the whole body of cases it is clear that 
many score of these cases, probably several 
hundred, involved enough tax to make 
some contest worth the gamble—if the estate 
believed that it had a good case. To take 
a case to conference or to the technical staff 
does not require great expenditure or 
delay. Unless legal counsel’s charges are 
at a very high rate, the dollar cost will 
seldom be more than a small fraction of 
the average additional tax paid, $2,840. The 
delay would be a matter of weeks, not 
months. It seems reasonable to infer, there- 
fore, that in many cases the government’s 
case was beyond much question. A large 
portion of the estate tax returns are filed 
with errors in favor of the estate or with 
enough doubt that the executor concedes 
liability for more tax without formal pro- 
test. The possibility remains, however, that 
taxpayers or the government agreed to set- 
tlements despite a belief that the terms 
were unfair but less costly than additional 
controversy. The increase in tax rates 
since 1940 may well have reduced the will- 
ingness to concede points which 
real merit. 


have 


Cases Closed After ‘'Protest’’ 


The next classification of cases by stage 
of closing is after “protest” but within the 
office of the Internal Revenue Agent in 
Charge. This group of estates presumably 
consists of cases settled in Conference. 
Over half of the remaining cases were set- 
tled here—1,345 cases, 14.4 per cent of the 
total with additional tax. These cases 
were undoubtedly much larger than those 
settled wthout protest, the additional tax 





cede a point after they have taken a stand in 
writing; they tend to feel that responsibility 
for change should rest upon someone with more 
authority. 
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averaging $9,700 compared with $2,840.% 
Striking, perhaps, is the fact that in these 
cases the final settlement involved payment 
of only 43.6 per cent of the deficiency orig- 
inally proposed. The Bureau, in other 
words, gave up over half of its original 
claim. Should one conclude that the ap- 
parent willingness to concede so much with- 
out taking the case higher indicates that 
the Bureau’s original position was not 
strong? There is no quantitative basis for 
answering this question. In some cases the 
conclusion was justified. Often, however, 
the estate fails to present all the relevant 
information until the Bureau’s firmness is 
shown; commonly new evidence is presented 
in the hearings after protest. Moreover, 
there is at least one other reason why one 
cannot conclude safely that the agents were 
asserting unreasonable claims in these cases 
Many may have involved issues of contem- 
plation of death; in such cases the agent 
may very reasonably feel that in fact there 
was contemplation of death, but in view of 
the difficulties of proof the Bureau may 
eventually decide to concede. 


The additional tax in the “protest” cases 
was 28.0 per cent of the total additional tax, 
almost exactly twice the percentage of the 
number of cases. 


Cases Closed by Other Means 


Of the remaining cases, 322 (3.4 per cent 
of the total) were closed upon consideration 
by the technical staff. The additional tax 
involved averaged $25,000 and amounted to 
17.2 per cent of the total additional tax.” 
In these cases the additional tax was 22.3 
per cent of the proposed deficiency. The 
Bureau, in other words, gave up more than 
three fourths of its original claim. 


Finally, 192 (2.1 per cent) cases were 
closed after petition to the Board of Tax 
Appeals. These cases included those settled 
by the Board or a formal court. The 
average additional tax was $22,200, and the 
additional tax was 9.2 per cent of the total. 
In these cases, however, the estates paid 
43.3 per cent of the deficiency originally pro- 
posed, almost twice as much as in the pre- 
vious group. 


26 Two examples of the variation from division 


te division may be of interest. Boston and New 


Haven are in the same area and are probably 
not greatly different in types of problems. In 
Boston the cases settled without protest aver- 
aged $2,300 additional tax, those with protest 
$6,900 additional tax—a ratio of one to three. 
In New Haven the respective totals were $1,400 
and $34,400—a ratio of almost one to twenty- 
five. In Cincinnati, the ratio was less than one 
to two; in Cleveland it was almost one to ten. 
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There were large differences in the records 
of the various offices. As we have noted 
earlier, divisional variations are the result 
of several factors which cannot usually be 
measured with the data available. Never- 
theless, it seems probable that in 1941, in 
any case, variations in administrative policy 
and accomplishment within the Bureau of 
Internal Revenue were of more than trivial 
importance. Some offices were apparently 
more willing than others to let cases pro- 
ceed to the higher stages for settlement. 
Sometimes the determining factor may have 
been less the willingness to tolerate contro- 
versy than the ability to negotiate com- 
promises. Another important factor may 
have been the relative abilities of revenue 
agents and representatives of the estates; if 
either group were distinctly superior to the 
other, there might have been a tendency 
for the less competent to take cases to 
higher levels where more expert settlement 
could be obtained.* The difference between 
proposed deficiency and final settlement was 
by no means uniform. The variations were 
especially great if the “no protest” cases 
are excluded from the analysis.” 


Was Justice Done? 


One fact about these data may be some- 
what disturbing. The cases settled early in 
the process involved payment of a substan- 
tially larger part of the proposed deficiency 
than the cases that were protested and then 
taken higher. In terms of tax saving it 
paid estates to contest the Bureau’s pro- 
posed decisions. As mentioned earlier, how- 
ever, the costs in money and time of 
persevering will often be too high in terms 
of the amount at stake to warrant a contest. 
May it not have been that estates with small 
amounts in dispute failed to receive justice? 
If the Bureau was wrong on the cases that 
went high, may it not sometimes have been 
wrong when the taxpayer had no practical 
means of defense or chose not to take full 
advantage of his opportunities? 


Though affirmative answers to these ques- 
tions may seem to follow, the author confesses 
to some doubt. Protesting a case within 


27 One case is shown with an additional tax of 
only $8, just one per cent of the proposed de- 
ficiency. 

28 At the lower levels, for example, the Bu- 
reau’s representatives cannot retain and pay 
for valuation experts. 


2? Such exclusion seems wise, for reasons indi- 


cated earlier. The range cannot be determined 
accurately. 
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the office of the internal revenue agent in 
charge is not a complicated, costly or time- 
consuming matter. It seems improbable, 
therefore, that many of the cases settled 
without protest involved much injustice of 
which the executors would have been aware. 
It is always possible, of course, that poorly 
informed executors made unnecessary con- 
cessions which a fully objective revenue 
agent would not have demanded. The fig- 
ures may prove no more, however, than 
that cases in which the estate is in error are 





may also suggest some tendency for es- 
tates with small amounts in question to get 
less than the fullest measure of protection 
from the administrative staffs. Nor, if this 
is the case, is full defense to be found in 
the clear fact that most of these estates 
doubtless tried to take unfair advantage of 
the Treasury. 


The fundamental problem of determining 
the extent to which taxpayers receive just 
treatment from the tax administrators can- 
not be solved from the data at hand. It is 


settled expeditiously and cheaply. There is not likely that satisfactory quantitative an- 
no way of settling the question. The data swers will ever be found. 
TABLE 4 


Number of Estate Tax Returns Closed in 1941 and Amount of Net Estate (as Closed), 
Original Tax and Adjustment in Tax, by Size of Additional Tax or Overassessment 
and by Type of Tax Adjustment, with Percentages 

















Size of Returns Net Estate (As Closed) 
Additional Tax Amount 
or Overassessment Number Per Cent (Millions) Per Cent 
(1) (2) (3) i 
a ca 3 a gies tosis 2,043 22 $ 65.4 4 
a 2,690 29 152.0 10 
I x's wally Sei eaia area’ 1,170 13 103.2 7 
5 ree 2,759 30 470.0 31 
I GUD ores cin eee cenes 679 7 719.1 48 
M55 gfe Soin Scan Bbc 3d cee B he tian Sts 9,341 100 $1,509.7 100 
Additional Tax 
Size of Original Tax Per Cent 

Additional Tax Amount Amount Distri- of of 

or Overassessment (Millions) PerCent (Millions) bution Col. (3) Col. (5) 
(5) (6) (7) (8) (9) (10) 
Under S100 ........... S 53 2 Ss 2 - 2 
$100 to $500 ..... 14.2 6 re 2 1 5 
$500 to $1,000 ..... 10.7 5.0 9 2 1 8 
$1,000 to $10,000 ..... 54.0 23 9.1 20 Z 17 
* $10,000 and over ........ 153.7 65 36.0 77 5 23 
Total + $237.8 100 $46.8 100 3 20 






Net Estate 

Returns (As Closed) Original Tax Overassessment 

Additional Tax Per Amount Per Amount Per Amount Per 

or Overassessment Number Cent (Millions) Cent (Millions) Cent (Millions) Cent 
Cit} 486 €92) (13) (14) (15) (16) (17) (18) 

Under $100 ..... a | ee 29 $ 10.9 10 3 i3 8 * 1 
$100 to $500 ... 232 33 2.1 20 2.6 16 06 5 
$500 to $1,000 ... 84 12 13.0 12 1.8 11 .06 5 
$1,000 to $10,000 ... 161 23 44.8 43 ee 45 5 37 
$10,000 and over ..... 19 3 14.9 14 a5 21 | 53 
a 697 100 $1047 100 $167 100 $12 100 


* Less than $50,000. 
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7 Because of rounding, detail will not necessarily add to totals. 
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Distribution of Amounts of Tax 
and Amounts of Additional Tax 


Statistics of income tabulations do not 
show directly the number of estates paying 
tax of different amounts, although such fig- 
ures can be computed for the unaudited data 
within limits which are not too great for 
most purposes. Table 4, however, taken 
from the special tabulation, contains distri- 
butions according to size of additional tax 
finally paid on estates subject to additional 
tax.” The table reveals some facts of interest, 
though perhaps they are not surprising. 


Most estates subject to federal tax paid a 
relatively small amount of tax. In 13.4 per 
cent of all cases the tax was less than $100; 
in one third of the cases (33.6 per cent) the 
tax was less than $500. Some of these es- 
tates, of course, were of nonresident aliens. 
Out of more than one million adult deaths 
annually, fewer than 9,000 left estates from 
which the federal government collected as 
much as $500 in tax. Except for nonresident 
aliens, a net estate of $57,500 (plus as much 
as $40,000 life insurance) was required to 
incur a tax of $500. The tax was therefore 
less than 0.9 per cent of the net estate 
(including exemption) for nearly one third 
of the taxable estates." <A net federal tax 
of $10,000 would not have amounted to quite 
ten per cent of the net estate (including 
exemption) on which it was imposed. 
Assuming, however, that tax of $10,000 or 
more amounted to at least ten per cent of 
the estate, a total of 3,309 estates paid ten 
per cent or more to the federal government. 


Table 4 shows that the distribution of 
additional tax was highly unequal. In the 
great mass of cases the additional tax was 
small; in a few cases it was very large. In 
more than half (50.7 per cent) of the cases 
with additonal tax the addition was less 
than $500; in more than one fifth of the 
cases (21.9 per cent) it was under $100. 
The cases in which the additional tax was 
less than $500 accounted for only $800,000 
added tax, 1.7 per cent of the total addi- 
tional tax; the additional tax was an insig- 
nificant percentage of the net estate.” In 
other words, in half of the cases involving 
additional tax the amount of tax added was 


too small to be of any direct revenue sig- 
nificance to the Treasury.™ Moreover, in 
most cases (the exceptions being primarily 
nonresident aliens), the added tax was very 
small in relation to the net estate. There 
is no basis for determining the amount of 
administrative effort absorbed in handling 
these cases with small changes in tax. 


In some cases, however, the additional 
tax was large. In four cases it averaged 
over $2 million each; the added tax was 
almost one fifth of the net assets of these 
estates and nearly one sixth of the total 
added tax from all estates. In three other 
cases it averaged more than $640,000 each. 
The added tax collected from the four 
largest cases was greater by more than one 
fifth than the added tax collected from the 
more than eight thousand cases involving 
additional tax up to $5,000. The 132 cases 
with additional tax of $50,000 and over (less 
than one per cent of all taxable returns) 
accounted for more than half (53.0 per cent) 
of the total additional tax. These estates 
accounted for 21.4 per cent of the net assets 
(excluding exemptions) of all estates taxed. 
The distribution by size of additional tax 
is thus even more concentrated than the 
distribution by size of the net assets of the 
estate or, presumably, of the original tax. 


The size of the estates to which additions 
to tax of the various ranges were applied 
showed a large range. For example, addi- 
tional taxes of less than $50 were imposed 
on estates in all groups up to $800,000. One 
estate of $707,000 paid an additional tax of 
$17; one estate of $303,000 paid an addi- 
tional tax of $6. However, 509 taxable es- 
tates of under $10,000 (above exemption) 
paid an average additional tax of $28. 
Additional taxes of from $50,000 to $100,000 
were imposed on estates ranging from 
$300,000 to $10,130,000. In no case was a 
very small change made to one of the very 
largest estates; in the nature of things, a 
large additional tax could not have been 
imposed on an estate which, as finally closed, 
was small. Yet changes in tax of any given 
size were distributed over estates of widely 
differing size. One can say little to char- 
acterize these data except that they vary 
widely, a fact not without significance. 





3° Limits of space prompted the decision to 
omit another table showing a distribution by 
amount of tax of all estates. The main data 
are summarized in the text. 


31 Since nonresident aliens received no exemp- 
tion, the tax of $500 would have been 3.5 per cent 
of their net estates. 

32 Assuming that 4,500 of the 4,733 cases were 
estates of residents or citizens, the additional 
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tax was less than 0.2 per cent of the net estate 
(including exemption). 


% The revenue effect of auditing, as men- 
tioned earlier, is not limited to the additional 
tax which is in fact collected. Even more im- 
portant may be the preventive effect. The knowl- 
edge that returns are audited undoubtedly 
reduces considerably the attempts at avoidance 
and evasion. 
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Time Required to Close Cases 


The special tabulation presents informa- 
tion which makes possible a fair estimate of 
the time required to settle an estate tax 
case in the Bureau of Internal Revenue. 
The amount of time required depends upon 
several different considerations, none of 
which can be examined carefully with the 
data at hand. Among the more important 
are the size of the Bureau’s staff, the com- 
plexity of the problems, the completeness 
and accuracy with which the original return 
was prepared and the promptness of the 
executors in supplying additional data, the will- 
ingness of both sides to compromise, the 
Bureau’s willingness to close cases by sur- 


vey, the pressure exerted by the executors 
for prompt settlement, and whether or not 
an application of time for payment was re- 
quested and granted. 


Where settlement is prompt, both parties 
have presumably cooperated, though one 
may have compromised too much. Where 
there is long delay, either party, or both, 
may be at fault—or both may be cooperating 
for the best possible settlement, such as 
the orderly disposal of nonliquid assets. 
Although as a general rule promptness in 
settlement is better than delay, there are 
bound to be many exceptions. Moreover, 
there is no reliable measure of promptness, 
nor is there any basis for assigning respons- 
ibility for delay in closing a case. 


TABLE 5 


Number of Estate Tax Returns Closed in 1941, by Size of Net Estate 
(As Closed) and by Year of Filing 


Size of Net Estate 
(As Closed) 








(Thousands) Total 1941 

No net estate .......... 3,011 1,699 
Ueder S10 ........ 5... 3,401 1,887 
$10 to - ne 2,128 958 
$20 to ae 1,485 623 
$30 to ae 1,147 416 
$40 to ae 910 345 
$50 to ee 679 245 
$60 to 959 325 
7) to S10) ..... 675 204 
$100 to .  _—_—e 1,066 291 
Sisu0 to $200 ..... 151 
$200 to $300 ..... 629 150 
$300 to $500 ..... 580 99 
S500 to «§6=— S700 ~..... 202 31 
$700 to $1,000 173 15 
$1,000 to $1,500 ..... 110 10 
$1,500 to $2,000 ..... 53 2 
$2,000 to $3,000 ..... 36 3« 
$3,000 to $4,000 ..... 24 1 
$4,000 to $5,000 ..... 6 es 
$5,000 to $7,000 ..... 2 a 
$7,000 to $10,000 ..... 5 1 
$10,000 to $50,000 ..... 6 ay 
Ge ae eeraeee 17,825 7,456 
Filed in Year ......... 17,122 


During 1941 a total of 17,122 returns were 
filed, and 18,069 were closed. The Bureau 
thus closed five per cent more returns than 
it received, indicating some reduction of 
“backlog.” This “catching up” may make 
the figures of 1941 closings slightly atypical. 
The difference between 1941 and a “normal” 
year, however, will not be great. Of the 
returns closed, only 17,825 are included in 
the following analysis. (See Table 5.) 





Year of Filing 

















1936 
and Prior 
1940 1939 1938 1937. Years 
1,237 62 10 2 1 
1,432 65 17 23 
1,064 94 11 1 
778 72 11 1 
630 85 15 1 
490 64 8 3 
aie 49 11 2 ae 
501 103 27 2 1 
363 83 19 6 S 
594 137 40 4 
355 73 28 1 bs 
342 86 38 11 2 
282 86 48 5 - 
89 51 26 5 
87 45 21 4 1 
56 17 12 4 1 
25 13 12 1 Se 
15 11 < 2 es 
7 7 5 a 1 
2 3 1 ge 
1 1 me 
2 
of 3 2 
8,724 1,211 368 59 yj 


16,876 16,926 17,642 17,032 


Of the returns filed during 1941, 43.5 per 
cent were closed during the same year. 
Very few of these cases could have taken 
as many as eleven or twelve months to close. 
There is no reason why filings of estate tax 
returns would be concentrated in January, 
or in any other particular months of the 
year. Nor is there any reason to expect any 
concentration of closings late in the year. 
It is safe to conclude, therefore, that final 
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settlements were reached in well under a 
year from date of filing in from one fifth 
to one fourth of all cases.* Another fifth 
may have taken more than ten, but less than 
twelve, months. 


As might be expected, settlements as 
prompt as these were obtained more gen- 
erally on returns with little or no net estate. 
For example, 56.4 per cent of the estates 
closed in 1941 with no tax were filed in 1941; 
this group was about sixty per cent of the 
returns filed in 1941 as nontaxable.” On the 
other hand, only 43.5 per cent of all estates 
closed in the year were filed in it. Of the 
returns both filed and closed in 1941, 48.1 
per cent had taxable estates of $10,000 or 
less or were nontaxable. Only 27.3 per cent 
of the returns closed in 1941 and filed in 
earlier years fell in the same size group. 
Only 7.3 per cent of the returns for over 
$1,000,000 that were closed in 1941 were filed 
in the same year. 


In the preceding year, 16,876 returns were 
filed, of which almost fifty-two per cent were 
finally audited in 1941. These cases made 
up 48.9 per cent of those closed in 1941. At 
the possible extremes from filing to final 
closing these cases required from a few 
days to one day less than two years. We 
have no data for deciding how they were 
distributed between these extremes except 
that it is virtually impossible that any large 
fraction was at either limit. Since, as 
shown in the last paragraph, a large frac- 
tion of the returns filed in 1941 required 
less than a year to close, many of those filed 
in 1940 probably took under, rather than 
over, twelve months. The figures, while not 
positively confirming this view, are certainly 
consistent with it. For example, the ma- 
jority of the returns closed in the first four 
months of 1941 may have been filed in the 
last six or eight months of 1940. The 1940 
returns closed in 1941 involved clearly 
larger estates than the 1941 returns. Only 
14.4 per cent had no tax (contrasted with 
23.8 per cent of 1941 returns) while pro- 
portionately about five times as many were 
for estates of $1,000,000 or more. 


Only 6.8 per cent of the returns closed 
had been filed from two to three years be- 
fore final closing, and 2.4 per cent three 
years or more before; 6.8 per cent of the 
returns filed in 1939 and 2.1 per cent of those 
filed in 1938 were closed in 1941. Of all re- 
turns, 1.3 per cent equalled or exceeded 


$1,000,000, but eight per cent of the returns 
for 1939 or earlier years closed in 1941 fell 
in this class. One fifth (twenty per cent) 
of the returns filed in 1935-1937 and closed 
in 1941 were for estates of $1,000,000 or 
more; only 1.3 per cent of all returns closed 
in 1941 were for estates of this size. 


Yet there were some small estates three 
years or more old settled in 1941. They 
were more numerous than the large returns, 
but they were a much smaller percentage of 
all returns of their size. 


Unfortunately, it is not possible to relate 
the date of closing or date of filing with 
date of death (except that all the cases 
were for death on or after August 31, 1935). 
Estates are allowed fifteen months to file 
the return. There is some basis for expect- 
ing at least a year’s delay. The executor 
is allowed to value the estate as of either 
the date of death or one year later (or, if 
property has been sold or distributed, at 
the date of sale or distribution). Choice of 
the valuation date may be made after the 
end of the year after death. Therefore, if 
the estate contains assets which may fluctu- 
ate in value, the executor to be certain of 
minimizing tax must wait until he sees the 
course of market prices. Generally, he must 
wait at least a year. Even after the facts 
are known, it may take nearly a month to 
complete and file the tax return. Yet a 
return may be filed within a few days or 
weeks after death. Therefore, a return filed 
in 1941 may have been for a death as early 
as October 2, 1939, or as late as the very 
end of 1941. A comparable spread is pos- 
sible in the returns filed in other years. 
There is little published information about 
the time elapsed between death and filing 
of the estate tax return, and because of the 
margin just noted there is little basis for 
relating estate tax data and data about 
deaths of any particular year. If an estate 
is clearly nontaxable, there is no point in 
delaying filing to take advantage of the 
optional valuation privilege. The larger 
the estate and the higher the marginal rate 
of tax, the greater the importance of waiting 
until values a year after death are known. 
It seems probable, therefore, that returns 
with no tax are filed sooner after death than 
returns where the tax is high. Most of the 
returns comprising this study were prob- 
ably for estates of persons dying in 1939 
and 1940. (Continued on page 376) 





34 Tf one assumes that the year’s returns were 
filed in equal numbers each month and if one 
assumes that the returns closed in 1941 were 
those filed earliest in the year, then three com- 
pléte months’ returns were closed. It would 


Federal Estate Tax Administration 


follow that these estates were closed, on the 
average, in nine months. 

3 This estimate allows for 100 nontaxable re- 
turns for estates of nonresident aliens. 
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PATRONAGE DIVIDENDS 


and Their Exclusion from Income 


THE AUTHOR TRACES THE TAX PRINCIPLES OF THE PAYMENT OF 
PATRONAGE DIVIDENDS AND RAISES A PROVOCATIVE QUESTION: 
WHAT ABOUT APPLYING THE PRINCIPLES TO ORDINARY DIVIDENDS? 


bonne UNITED STATES Supreme Court 
in New Colonial Ice Company v. Helver- 
ing, 4 ustc § 1292 (1934), stated that “a 
taxpayer seeking a deduction must be able 
to point to an applicable statute and show 
that he comes within its terms.” However, 
there is no federal statute authorizing the 
deduction of patronage dividends for federal 
income tax purposes. Nevertheless, such a 
deduction has been permitted by the Treas- 
ury Department rulings and by decisions of 
federal courts, with the exception of the 
United States Supreme Court. Apparently, 
at the time of this writing, this question of 
the legality of deducting patronage divi- 
dends or patronage refunds for federal in- 
come tax purposes has never been submitted 
to the United States Supreme Court. 


While Congress has made specific statu- 
tory provision for the exemption from fed- 
eral income taxes of certain marketing and 
purchasing cooperatives which meet with 


the requirements set out in Section 101 (12), 


_ of the Internal Revenue Code, there appears 
to have been numerous corporations organ- 
ized for profit under the regular corpora- 
tion statutes of the various states which, for 
one reason or another, wished to operate 
on a cooperative basis and pay patronage 
dividends or refunds to their patrons and 
exclude such payments from the corpora- 
tion’s taxable income. It is with these latter 
corporations—those that do not qualify for 
the exemption afforded by Section 101 (12) 
of the Internal Revenue Code, but which 
corporations do, as a matter of business 
policy, make certain patronage refunds to 
their patrons and which patronage refunds, 
or patronage dividends, are permitted by the 
Treasury Department to be excluded from 
the corporation’s taxable income—that the 
writer deals at this time. 


There have been many reasons advanced 
for the exclusion of patronage dividends by 
corporations organized for profit. In Farm- 
ers Cooperative Company of Greenfield, lowa 
v. E. H. Birmingham, 49-2 ustc $9400, the 
District Court for the Northern District of 
Iowa, Western Division, stated that, ‘“ex- 
clusion of patronage dividends for federal 
income tax purposes is sometimes referred 
to as being a matter of ‘administrative grace’ 
or ‘administrative liberality’. It is believed 
that the use of such terminology makes for 
confusion, for it is obvious that no official 
of the Government is vested with the ‘grace’ 
or ‘liberality’ to exclude from a taxpayer’s 
income that which is legally taxable to him 
under the federal income tax statutes. It 
would seem that the crucial question in- 
volved in determining the taxability of pa- 
tronage dividends is whether they constitute 
income to the cooperative or to the patrons, 
or to both, similar to the amounts distributed 
as dividends by ordinary corporations . . 
The Commissioner of Internal Revenue and 
the officials of the Treasury Department 
in a multitude of situations must determine 
whether particular amounts constitute in- 
come and to whom such income is taxable 
for federal income tax purposes; and that is 
what they have to determine in the case of 
patronage dividends.” 


This case further takes up in rather 
lengthy detail several of the reasons used to 
justify patronage dividends. Particular at- 
tention is given therein to the theory of 
anticipatory assignment of income, as well 
as the theory that the operating corporation 
acts purely as an agent and is therefore 
merely a conduit through which the income 
flows to its patrons. Regardless of the theo- 
ries or justifications for patronage dividends, 
it is clearly apparent that such have long 
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been recognized and permitted by both the 
Treasury Department and the courts under 
certain conditions. 


As early as June, 1918, in T. D. 2737, 
permission for the exclusion of patronage 
dividends by purchasing cooperatives was 
permitted. This was extended to include 
both purchasing and marketing cooperatives 
or any other cooperative “organized in ac- 
cordance with the laws governing farmers 
and other cooperatives in the state in which 
it operates and if its constitution or by-laws 
provides for rebates or refunds to its pa- 
trons . or if it actually conducts its 
business upon such basis” (I. T. 1499, CB I-2 
(1922)). While I. T. 1499 applied only to 
the years 1917, 1918, 1919 and 1920, such a 
policy has been continued by the Bureau 
and most of the subsequent rulings found 
their justification in I. T. 1499. See G. C. M. 
12393, CB XII-2 (1933); also G. C. M. 17895, 
CB 1937-1; and I. T. 3208, CB 1938-2. 


Who May Deduct 
Patronage Dividends 


While there is no statutory provision per- 
mitting the deduction of patronage dividends 
by corporations subject to tax, the adminis- 
trative practice of the Bureau of Internal 
Revenue has been to permit cooperative 
associations to deduct those payments (Greene 
County Farmers Sales Association v. U. S., 
44-1 ustc 9303; see also Cooperative Oil 
Association, Inc., v. Commissioner, 40-2 Ustc 
{| 9797, in which case it was held: 


“There is no express statutory provision 
permitting the deduction of so-called pa- 
tronage dividends by corporations subject 
to taxation. The administrative practice, 
however, has been to permit cooperative as- 
sociations, even though not exempt from 
taxation, to deduct from gross income the 
amounts returned to their patrons, whether 
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members or non-members, upon the basis 
of the purchases or sales or both, made by 


or for them. This is upon the theory that 
a cooperative association is organized for 
the purpose of furnishing its patrons goods 
at cost or for obtaining the highest market 
price for the produce furnished by them.” 


In this case, the petitioner was a nonprofit 
corporation organized under the statutes 
dealing with nonprofit corporations in the 
State of Idaho. 


In the first case cited above, we have a 
corporation organized not as a cooperative, 
and we quote from the opinion: 


“Plaintiff clearly was not a cooperative, 
but a corporation organized for profit.” 


Further on in this opinion, it is stated: 


“Plaintiff's by-laws promised such rebates 

and these people bought on the faith 

of this promise and, so, could have enforced 

the payment of the rebate in a court of law. 

The obligation to pay it was an enforceable 

legal liability. As such plaintiff was entitled 
to deduct it... .” 

Further, in Uniform Printing and Supply 
Company v. Commissioner, 37-1 ustc J 9093, 
the court said of a corporation (not organ- 
ized as a cooperative and which company 
had previously been held by the same court 
not to have been a tax-exempt business 
league): 

“Payments to the customers, who are also 
taxpayers, of sums called refunds based upon 
the volume of business transacted and in no 
way dependent upon stock ownership, is 
the determinative factor. 


“Considering all the facts we conclude 
that the payments in issue were made as 
refunds rather than as dividends . eg 

Also, in United Cooperatives, Inc., CCH 
Dec. 14,145, 4 TC 93, the court said: 

“Petitioner makes no contention that it 
is exempt from taxation; it merely contends 
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that because of the nature of its organization 
and operation the amounts distributed to 
its patrons are not properly includible in its 
taxable income. The first question, there- 
fore, which confronts us in our considera- 
tion cf this case is whether petitioner is 
organized and operated as an agricultural co- 
operative association, on a cooperative basis. 
It is true that it was incorporated under the 
Indiana General Corporation Act, but this, 
of itself, is not controlling. Eugene Fruit 
Growers Association, 37 BTA 993 [CCH Dec. 
10,053]. . Its purpose was and is to 
furnish ‘on a cooperative basis,’ and without 
profit to itself, farm supplies and equipment 
to its member agricultural cooperative as- 
sociations = 


The Bureau, in I. T. 3208, 2 CB 127 (1938), 
states its policy as follows: 


Under long established Bureau practice 
amounts payable to patrons of cooperative 
corporations as so-called patronage divi- 
dends have been consistently excluded from 
the gross income of such corporations. The 
practice is based on the theory that such 
amounts in reality represent a reduction in 
cost to the patron of goods purchased by 
him through the corporations or additional 
consideration due the patron for goods sold 
by him through the corporation.” 


Thus, from the foregoing, it would appear 
that any corporation, so long as it exists 
for the cooperative benefit of its patrons, 
may be entitled, under certain conditions, to 
deduct patronage dividends. 


Conditions for Deducting 
Patronage Refunds 


While, as noted in I. T. 1499, supra, the 
exclusion of patronage dividends was per- 
mitted by cooperative associations “if it ac- 
tually conducts its business upon such basis,” 
such a condition is not recognized in later 
rulings, nor have we seen any court deci- 
sions which recognized this theory. In- 
stead, it appears that an exclusion will be 
permitted only where there is a pre-existing 
contractual obligation on the corporation to 
distribute to its patrons certain determin- 
able amounts based upon the volume of 
business transacted with each. 


Quoting again from United Cooperatives, 
Inc., supra, we find the court stating: 


“However, this practice of excluding pa- 
tronage dividends from gross income has 
been limited to those cases in which the 
right of patrons to such dividends arises by 


reason of the corporation charter or by-laws, 
or some other contract, and does not depend 
upon some corporate action taken subse- 
quent to its receipt of the money later so 
distributed, such as the action of the cor- 
poration’s officers or directors. This limita- 
tion recognizes that if the money later 
distributed to patrons is received by the 
corporation without a legal obligation exist- 
ing at the time of its receipt to later dis- 
tribute it, it must be considered as the gross 
income of the corporation and, since there 
is no deduction permitted by statute of the 
amounts later distributed to patrons, it is 
taxable as such. 


“Therefore, we must first determine whether 
additional corporate action is required to 
be taken before petitioner becomes definitely 
liable to pay so-called patronage dividends 
to its members and patrons. Such a lia- 
bility can arise from the corporate by-laws. 

After a careful’ consideration of peti- 
tioner’s charter and by-laws we conclude 
that petitioner’s patrons were entitled as 
of right to a distribution of petitioner’s 
net income as defined by Article VI of its 
by-laws as so-called patronage dividends 
without further corporate action on peti- 
tioner’s part, and that the corporate resolu- 
tions set out in our findings merely recognized 
and confirmed the rights which the patrons 
already had insofar as they refer to the net 
income of the petitioner available for dis- 
tribution to its patrons after the payment 
of dividends on petitioner’s common stock.” 


The above-referred-to section of the by- 
laws provided: 


“Article VI: Application of Income 


“The savings, earnings, margins, interest 
or other income received by this corporation 
shall be used and distributed as follows: ... 


“Section 3. Third, there shall be paid 
such dividends as may be declared by the 
board of directors on outstanding common 
stock, but such dividend shall not exceed 
8% of the par value thereof in any one year. 


“Section 4. Fourth, whenever there shall 
be preferred stock or certificates of indebt- 
edness outstanding the board of directors 
may direct that a fund be set up and main- 
tained for the retirement of same. To the 
respective fund there shall be placed each 
year, when possible, an amount of money 
bearing the same rate to the whole amount 
necessary to retire such preferred stock or 
certificates of indebtedness as one year bears 
to the total number of years during which 
said retirement shall be made; said number 
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of years shall be determined by the express 


resolutions of the board of directors. 


“Section 5. Fifth, a reserve for deprecia- 
tion shall be established by the board of 
directors. To it each year shall be paid such 
amount as the board of directors shall de- 
termine, but not less than an amount equal 
to five per centum of the cost price of all 
property of the corporation which is subject 
to depreciation. 


“Section 6. Sixth, all the net income of 
this corporation remaining after meeting the 
foregoing provisions of this article shall be 
distributed to the patrons of this corporation 
in proportion to the patronage furnished by 
them respectively in the commodity or com- 
modities from which the income so dis- 
tributed shall have been derived during the 
preceding fiscal year.” 


In this case, the court further states: 


“We conclude that petitioner’s patrons 
were entitled by reason of its by-laws to 
that part of the so-called patronage dividends 
distributed to them which was in excess 
of eight percent of the par value of peti- 
tioner’s common stock outstanding and to 
that extent these patronage dividends were 
properly excluded from the taxable income 
of petitioner. However, that part of these 
patronage dividends which could have been 
distributed in the discretion of petitioner’s 
board of directors as dividends upon peti- 
tioner’s common stock must be considered 
as the property of petitioner and taxable to 
it as income.” 


Apparently “informal understandings” to 
the extent they do not constitute enforceable 
contracts are not permissable, for in American 
Box Shook Export Association v. Commis- 
sioner, 46-2 ustc J 9314, the court, in denying 
the deduction of patronage dividends based 
upon evidence of an “informal understand- 
ing,” stated: 


“The Tax Court . . . concluded that the 
informal “understanding” between petitioner 
and its stockholders was not a legally bind- 
ing obligation requiring petitioner to repay 
to its stockholders all income after deduct- 
ing expenses and a reserve for future claims. 


“The Tax Court also found that “the 
petitioner was under no obligation to make 
distributions to its members [i. e. stock- 
holders] until the board of directors had so 
oe 


“As stated above, petitioner was incor- 
porated under the general corporation stat- 
utes of California, and neither its articles 


>” 


nor by-laws required ‘patronage dividends’. 
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In Farmers Union State Exchange, et al., 
CCH Dec. 8620, 30 BTA 1051, the court had 
the following to say regarding obligations 
created by the corporate charter alone: 


“We are of the opinion, however, that the 
charter provision alone cannot be construed 
as creating in each year a definite liability to 
pay the entire savings of that year, or any 
particular part thereof to the patrons. In 
order to make the liablity sufficiently definite 
to permit a deduction of any amount, there 
should have been some declaration or act on 
the part of the directors with respect to pay- 
ment of patronage dividends.” 


While it does not seem that specific amounts 
need be identified in the contractual obliga- 
tion, such obligation must be reasonably 
clear in its identification of the sources of 
funds for the payment of patronage refunds 
and clearly set forth the manner of their 
computation and determination. To the ex- 
tent that any part of their determination 
vests in the hands of the directors or stock- 
holders, it seems that same will be held to 
be the income of the corporation and not ex- 
cludable as patronage refunds. Fountain City 
Cooperative Creamery Association v. Com- 
missioner, 49-1 ustc § 9173, 172 F. (2d) 666. 


In this case the court stated that: “the 
certificates provided that the holder had ‘a 
conditional equitable interest’ in the reserve 
and if ‘in the opinion of the Board of Di- 
rectors of said Association the cash reserves 
are greater than are reasonably necessary 
for sound financing of the Association’ such 
excess cash may be used to pay off these 
‘conditional equitable interests’ in the patrons’ 
equity reserve It is clear from the 
foregoing that instead of this patrons’ equity 
reserve belonging to the patrons, it never 
left the control of the association which 
continued to treat it as its own. Its creation 
lay within the absolute discretion of the tax- 
payer’s directors or stockholders and after 
creation, its continued existence was wholly 
at the will of the taxpayer’s directors... .” 


In Farmers Union Cooperative Elevator 
Association, CCH Dec. 14,549 (M), 4 TCM 
490, there is the following comment of the 
court in disallowing the deduction of patron- 
age dividends: 


“An examination of the facts in the instant 
case discloses that the petitioner’s patrons 
were not entitled to the payment or distribu- 
tion of the amounts here under consideration 
by reason of the petitioner’s corporate charter 
or by-laws or other contract. To the con- 
trary, the right thereto resulted from action 
by petitioner’s directors taken subsequent 
to the receipt by the petitioner of the funds 
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in question. Under both its articles of in- 
corporation and its by-laws, the petitioner, 
through its board of directors, was author- 
ized to declare a dividend on its capital 
stock not in excess of 8 percent; to set aside 
not less than 5 percent of the earnings re- 
maining after the declaration of the dividend 
in a surplus fund, until the fund should equal 
20 percent of the paid-up capital, the said 
fund to be used for conducting the business; 
and to set aside such other sums ‘as they 
deem necessary for reserves, improvements 
or for educational work.’ The petitioner was 
required by its articles of incorporation and 
by-laws to distribute to its patrons only the 
earnings remaining after the items mentioned 
has been cared for. The patronage dividends 
in question were computed after excluding 
dividends of 2 percent paid on petitioner’s 
capital stock and the 5 percent required to 
be set aside in a surplus fund, until the fund 
should equal 20 percent of the paid-up capital 
stock. No amount was set aside for re- 
serves, improvements or educational work. 
It is thus apparent that it was within the 
discretion of the petitioner’s board of di- 
rectors to have absorbed the entire amounts 
of the patronage dividends here in question 
” 


In Druggists’ Supply Corporation, CCH Dec. 
15,871, 8 TC 1343, the court disallowed patron- 
age refunds to a business corporation whose 
by-laws provided as follows: 


“Article VI, Section 3, Dividends—The 
directors may declare dividends not exceed- 
ing six per centum per annum in any one 
year, from the surplus or net profits arising 
from the business of the corporation as an 
(SIC) when they deem expedient. Before 
declaring any dividend there may be re- 
served out of the accumulated profits such 
sum or sums as the directors from time to 
time in their discretion think proper for 
working capital or as a reserve fund to meet 
contingencies, or for equalizing dividends, 
or for any such other purposes as the di- 
rectors shall think conducive to the inter- 
ests of the company ... .” 


In addition to the foregoing, this corpora- 
tion had a contract with its members which 
provided in part as follows: 


“Second: D. S. C. agrees to pay to the 
member for aforsaid services, as soon after 
the close of each calendar year’s business as 
may be, after the payment of all expenses of 
the operation of D. S. C. and the replenish- 
ing of any impairment of its capital and 
after deduction from its receipts of such an 
amount for addition to its surplus account 
as its board of directors may determine, the 
the balance then remaining from its opera- 





tions in proportion to the purchases or sales 
from, to or through D. S. C. and its manu- 
facturers by said member for each calendar 
year as closed; not as a dividend upon the 
shares of stock of D. S. C. owned by said 
member (which right to the payment of a 
dividend, if any, upon said shares of stock 
is hereby waived) but as a ‘participation 


99 


distribution’. 


The court, in commenting on the above, 
said: 

“We perceive in the membership contract 
no enforceable legal liability on the part of 
petitioner to make any definite and specific 
payments so as to entitle it to a deduction 

” 


In Peoples Gin Company, CCH Dec. 13,328 
(M), 2 TCM 325, the court allowed the de- 
duction of patronage dividends. Here, the 
by-laws provided: 

“Division of Profits: Each stockholder 
ginning cotton at the ginnery of the Cor- 
poration shall pay to the Corporation the 
ginning charge set by the Directors, and 
shall be paid at the gin the current market 
price for cotton seed. 


“Each year, after the close of the ginning 
season, the net profits earned by the actual 
ginning operations, the net profit earned 
on cotton seed purchased by the gin, as well 
as all other net profits of the Corporation, 
after all necessary expenses have been paid, 
shall be divided between the stockholders in 
that proportion which the number of bales 
of cotton ginned by each stockholder at the 
ginnery of the corporation bears to the total 
number of bales ginned by the ginnery for 
that season. 


“The profits allocable to cotton ginned for 
non-stockholding customers shall constitute 
company or corporate profits, and shall be 
divided either in proportion to the stock 
held by the stockholders, or credited to the 
surplus and undivided profits account.” 

The foregoing was adopted by the stock- 
holders on December 8, 1933. On May 5, 
1934, at a meeting of the stockholders, the 
following resolution was unanimously adopted : 

“Whereas all the stockholders have spent 
considerable time and money in organizing, 
the soliciting and securing customers for the 
gin. And further, it is seen that the profit 
from the outside ginning (cotton ginned by 
non-stockholders) will take care of all pay- 
ments of notes, and other obligations. It is 
therefore resolved that the by-laws on page 
seven (7) be changed to read: Each year, 
after the close of the ginning season, before 
the net profits of the gin are declared that 
each and every stockholder be reimbursed 
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any amount that he has paid into the gin in 


excess of actual cost of ginning his cotton. 
In other words that all stockholders’ cotton 
be ginned at actual cost.” 


Further, there was a contract between the 
gin and each of its stockholders as follows: 


“The Peoples Gin Company, Inc., agrees 
to pay to H. E. Anderson the full sale value 
for all seed ginned and left at this gin by 
him, less the necessary handling and selling 
expenses and to gin his cotton at cost, and 
final settlements to be made at the end of the 
ginning season when all expenses and profits 
have been determined, and this agreement 
shall continue from year to year, and until 
cancelled by either party.” 


In this case, the court remarked: 


“There was no relation between the re- 
bates or ‘patronage dividends’ and the shares 
of stock held by the stockholder patrons, 
and the shares of capital stock in no way par- 
ticipated in the rebates or ‘patronage distribu- 
tions.’ The capital stock participated exclusely 
in the regular dividends paid out of surplus 
profits or corporation profits from non-stock- 
holder business, but no rebates in the way of 
‘patronage distributions’ were made or dis- 
tributed to any of the stockholders from the 
corporation profits or surplus.” 


Member and Nonmember 
Business—How Much Deductible 


In the event a corporation does business 
with both members and nonmembers, and 
unless definite methods are in use to permit 
the segregation of member and nonmember 
profits: 


“In the absence of evidence to the con- 
trary it will be assumed that the dealings 
with members and non-members are equally 
profitable, and, accordingly, that the amount 
available for refund consists of that propor- 
tion of the apparent net profits, after de- 
ducting the fixed dividend on outstanding 
capital stock, which the amount of business 
transacted with members bears to the entire 
amount of business transacted. Up to the 
amount available for refund, thus computed, 
a distribution by a cooperative association 
to its members, upon the basis of the busi- 
ness transacted with them, will be deemed 
to be a true patronage dividend, deductible 
by the association in computing its taxable 
net income for Federal income and profits 
tax purposes.” (Trego County Cooperative 
Association, CCH Dec. 2443, 6 BTA 1275.) 


Thus we conclude that members (stock- 
holders) may under any circumstances be 


Patronage Dividends 





paid patronage dividends and nonmembers 
not be paid such dividends. Following the line 
of reasoning applied in Peoples Gin Company, 
Inc., supra, it appears that, where profits 
from nonmember business can be accurately 
and separately determined, such profits, as 
taxable profits of the corporation, may first 
be exhausted in providing for those business 
reserves and dividends on capital stock re- 
quired by the corporation’s charter and 
by-laws before levying on profits from stock- 
holder business therefor. Thus a greater 
amount would be available for stockholder 
patronage refunds. However, unless it is 
possible to distinguish the earnings as de- 
rived from each class of patrons all profits 
will be commingled. However, “The company 
may exclude from income only that part of 
amounts returned to members as patronage 
dividends which does not represent profit on 
business with nonmembers. Profits upon 
sales to nonmembers are taxable though 
they were returned to members as a reduc- 
tion of cost or otherwise.” (S. M. 2595 
III-2 CB 238; see also Fertile Cooperative 
Dairy Association v. Huston 41-1 ustc J 9433, 
wherein we find: “The sum exacted from 
non-member patrons for permanent surplus 
and capital assets additions, during the pe- 
riod here involved, would constitute part of 
the assets so distributable, and, as we have 
previously pointed out, would be equivalent 
to a profit at the expense of non-member 
patrons.” 


Where patronage dividends are paid to 
all patrons, whether members or nonmem- 
bers, there appears to be no question of cor- 
porate profit involved in any of the refunds 
so long as all patrons share in the rebates, 
according to their patronage with the cor- 
poration. 


When Deductible 
and in What Amount 


Patronage dividends are deductible in the 
year in which the earnings of the corpora- 
tion permitted it to meet those fixed obliga- 
tions to which the patronage dividends may 
be subordinate, and they will be allowed in 
the amount specified by the documents con- 
taining the contracual obligation, and in that 
amount only. In Fruit Growers Supply Com- 
pany v. Commissioner, 3 ustc J 877, the court 
said: 

“The petitioner now asks that we increase 
the patronage dividend deduction on account 
of an amount which has not been returned 
to the members and when no dividend dec- 
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laration has been made with respect thereto. 
We find nothing in the petitioner’s by-laws 
which would cause these patronage divi- 
dends to accrue as such without corporate 
action setting them apart as a liability of the 
corporation to its members. The by-laws 
provide that it shall be the duty of the di- 
rectors ‘to declare dividends out of surplus 
profits when such profits shall, in the opin- 
ion of the directors warrant the same sub- 
ject to the provisions’ of another section 
wherein it is provided that the directors are 
authorized to prescribe ‘the time and manner 
of readjustment with or refund to its pa- 
trons’. A reasonable interpretation of the 
foregoing would seem to be that corporate 
action is required before patronage divi- 
dends accrue and this conclusion is consis- 
tent with the minutes of the board of directors 
for the various years here involved. 

In Anderson-Clayton Securities Corporation, 
CCH Dec. 9614, 35 BTA 795, we have a case 
wherein the court permitted the deduction 
as an accrued liability incurred during the 
taxable year of a “reserve for patronage con- 
tracts” set up to provide for supplemental 
payments, under such contracts, for cotton 
bought and sold during the taxable year; 
although the amount of the liability was not 
definitely ascertained at the end of that year. 
The court in holding for the taxpayer said: 


“Although the actual amount of the lia- 
bility was not definitely established in the 
fiscal year which ended July 31, 1931, it 
arose out of business transacted, and repre- 
sented a part of the cost of the cotton pur- 
chased and sold during that year. -Where 
all events have occurred within the taxable 
year which determined the liability of the 
taxpayer, that liability may be said to be 
accrued, although the amount thereof has 
not definitely been ascertained during the, 
year. In the words of Mr. Justice Hand 
‘It was unknown, not unknowable’.” 


The foregoing seems to be in accord with 
I, T. 1566, CB II-I (1923), “A cooperative 
which pays rebates based on 
purchases made during the taxable year pre- 
ceding that in which the payments are ac- 
tually made, and which keeps its books on 
an accrual basis, should take as a deduction 
the rebates so paid for the taxable year in 
which the purchases are made rather than 
the year in which the rebates were paid.” 
Oftentimes, cooperative associations are per- 
mitted to pay patronage refunds in media other 
than cash. Such media may be stock of the 
corporation, certificates of indebtedness or 
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equity certificates of ownership, or, as termed 
in I. T. 3208, CB 1938-2, “deferred partonage 
dividends.” For the most part, such pay- 
ments are regulated by state law. All such 
payments are taxable to the recipient pa- 
trons to the extent of the fair value thereof. 
The theory for allowing such payments to 
be excluded from income seems to be based 
upon two assumed propositions—those of 
constructive receipt by the recipient and 
his immediate constructive reinvestment in 
the cooperative. While the question of 
permitting the exclusion of partonage divi- 
dends, when paid by a credit to some re- 
serve account, and where the patrons cannot 
require payment to be made from this re- 
serve at will, apparently has not been tested 
in the courts, the Board of Tax Appeals has 
approved the practice of crediting amounts 
due to patrons to a reserve account where 
such funds were withdrawable at the will 
of the patron. (Midland Cooperative Whole- 
sale, CCH Dec. 11,869, 44 BTA 824). 

In the recent decision treating with pa- 
tronage dividends Farmers Cooperative Com- 
pany of Greenfield, lowa v. E. H. Birmingham, 
supra, the court had the following to say for 
the future of patronage dividends: 


“Tt is the view of some of the members 
of the bar that the sweeping effect given to 
federal tax statutes in the more recent deci- 
sions of the United States Supreme Court 
and the announcement by the Court of the 
rule of construction to be followed in regard 
to such statutes have rendered it uncertain 
whether patronage dividends, heretofore ex- 
cluded, might not be swept into the scope 
of federal income tax statutes. In the case 
of Commissioner v. Wodehouse [49-1 ustc 
{ 9310] the Court in holding that certain 
income was taxable under the Revenue Act 
quoted in support of its holdings from an- 
other of its decisions: 


“*The general object of this Act is to put 
money into the federal Treasury; and there 
is manifest in the reach of its many provi- 
sions an intention on the part of Congress 
to bring about a generous attainment of that 
object by imposing a tax upon pretty much 
every sort of income subject to federal 


power’.” 


However, regardless of the future, today 
it appears patronage refunds may be availed 
of by certain businesses under certain con- 
ditions to pass funds on to their stockholder 
partons without the penalties of double taxa- 
tion inherent with the ordinary corporate 
dividend. [The End] 
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THE FALLING VALUE 


DEVALUATION REVALUED 


OF CURRENCIES BRINGS SPECIAL INCOME TAX PROBLEMS 


By CHARLES L. KADES 


The author is a member of the New 

York Bar and of the firm of Hawkins, 

Delafield & Wood, New York City. 

This article is based on a speech which 
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| paige tte the legal consequences of 
the devaluation of foreign money, be- 
ginning with that of the British pound sterling 
on September 18, 1949, pose no new prob- 
lems, there has never been any definitive 
solution of the problems which have previ- 
ously arisen. Not only have there been vary- 
ing and apparently irreconcilable applications 
of principles to particular facts, but in the 
field of federal income taxation, at least, 
there is doubt as to the validity of some of 
the principles which have been enunciated.’ 
Nor do such principles as have been estab- 
lished have any firm legislative foundation. 


There is a story told by Mr. Justice 
Holmes about a Vermont justice of the 
peace before whom a farmer brought suit 
against another farmer for breaking a churn. 
The justice of the peace took time to con- 


sider the problem, and then said that he had 
looked through the statutes and could find 
nothing about churns, and therefore would 
give judgment for the defendant. If the 
same test were to be applied to tax questions 
arising from devaluation, the resulting deci- 
sions would have the virtue of consistency 
not now apparent. 

Power over the value of foreign money, 
as over domestic money, is vested in the 
Congress by the Constitution, which pro- 
vides in specific terms that the “Congress 
shall have Power... to... regulate the 
Value ... of foreign Coin.” ? 


It is remarkable that the Congress has 
not addressed itself to the problem of for- 
eign money under domestic tax laws, since 
from the beginning of the republic the Con- 
gress exercised its constitutional power to 
regulate the value of foreign money in other 
respects. For example, in 1789 the Congress 
prescribed specific dollar values of specified 
coins.» In 1792 the Spanish pillar dollar 
was assumed as the standard of silver coins 
in the United States.* In 1793 foreign silver 
coin was made legal tender for the payment 
of debts... In 1799 the Congress delegated 
to the President authority to prescribe regu- 


1See Roberts, ‘‘Borrowings in Foreign Cur- 


rencies,’’ TAxES—The Tax Magazine, November, 
1948, p. 1033; James, ‘‘Aspects of Foreign Cur- 
rency Income,’’ Income Tax Administration 
(Tax Institute, Inc., 1948), Chapter XLIV; Rob- 
erts, ‘‘Taxation of Transactions in Foreign 
Currency,’’ 18 New York Certified Public Ac- 
countant, 101 (1948); Angel and Kramer, ‘‘In- 
come Tax Problems Arising from Foreign Cur- 
rency Restrictions and Devaluation,’’ 88 Journal 
of Accountancy 502 (1949); Shepard, ‘‘Foreign 
Exchange—Tax Consequences,’’ 1 Tax Law Re- 
view 232 (1946); Mertens, The Law of Federal 
Income Taxation, Sections 16.04, 28.82. See 
also 495 CCH { 8870-8878 (October 26, 1949). 

2 Article 1, Section 8, Clause 5. 

31 Statutes 29, 41. 

#2 Statutes 263. The Spanish-American pillar 
dollar, though a silver coin of Spain, once circu- 
lated as lawful money of the United States. In 
fact, this dollar was assumed as the standard 
for silver coin in the United States. It weighed 

seventeen pennyweights and seven grains and 
circulated at the rate of one hundred cents each. 
The dollar had the figure ‘‘8’’ stamped on it, 
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standing for eight ‘‘reales.””’ The half dollar 
was stamped ‘‘4’’ and circulated at the rate of 
fifty cents each; and the quarter dollar, because 
it was stamped ‘‘2,’’ was known as ‘‘two bits.”’ 
The pillar dollar, because it was eight bits, also 
gave rise to the phrase ‘‘pieces of eight,’’ made 
famous as the pieces of money so eagerly sought 
by pirates of the Spanish Main. It has been 
thought by some that the dollar sign itself was 
derived from the pillar dollar because of the 
ribbons around the two pillars of Hercules 
(Calpe or Gibraltar in Europe; Abila or Jebel 
Musa in Africa), the symbols on its reverse 
side, from which it gets its name. It is a curious 
commentary that although in those days of 
sailing ships, counting houses and the pony ex- 
press, foreign money circulated in the United 
States as money and was freely accepted as a 
medium of exchange, in these days of jet planes, 
international banking and overseas phone calls, 
foreign money is treated not as a medium of ex- 
change, even for tax purposes, but as bars of 
metal. 
5 2 Statutes 328. 




















lations for computing duties on imports 
where the original cost was exhibited in a 
depreciated foreign currency.’ In 1806 the 
Congress provided for the punishment of 
the crime of counterfeiting foreign gold or 
silver coins current by law or in actual cir- 
culation as money.’ In a case arising after 
that crime had been restricted to foreign 
coins made current by law,* the constitu- 
tionality of the statute was assumed by the 
Supreme Court of the United States.° 


Today it is almost forgotten that foreign 
coins circulated as money in the United 
States even after they had been denied the 
quality of legal tender in payment of debts.” 
Moreover, the pieces commonly known as 
the quarter, eighth and sixteenth of the 
Spanish pillar dollar and of the Mexican 
dollar were by law made receivable at the 
Treasury of the United States, post offices 
and federal land offices; * and the gold coins 
of Great Britain, among other foreign coins, 
were receivable in all payments on account 
of public lands.” Today, although a federal 
license is now a prerequisite to possession of 
gold coin,” there has been no change in the 
constitutional or Congressional concept that 
foreign money in the United States, not- 
withstanding its foreign origin, is money, 
usable and protected, within limits, as such. 


Money, in the country where it is current, 
is both a measure of value and a medium of 
exchange. In countries where it is not cur- 
rent, it is a commodity bought and sold in 
the market; and its value, like that of other 
commodities, fluctuates in the market.” 


When money is a medium of exchange, 
from its nature it does not have a market 
price in the country in which it is current 
unless it is a rare item or a coin containing 
metal valued in excess of its nominal value. 


€ 1 Statutes 627. 

7 4 Statutes 67. 

87 Statutes 400. See Revised Statutes Section 
5457, 18 USC Section 277. 

*U. S. v. Gardner, 10 Pet. 618 (1836). In that 
case the Supreme Court held that the Spanish 
head pistareen, then in circulation at twenty 
cents, was not a coin made current by law. 

10 Revised Statutes Section 3584, 31 USC Sec- 
tion 456. This section was derived from the Act 
of February 21, 1857, Chapter 56, Section 3, 11 
Statutes 163. 

11 Revised Statutes Section 3567, 31 USC Sec- 
tion 374. This section was also derived from 
the Act of February 21, 1857. 

12 Revised Statutes Section 2366, 43 USC Sec- 
tion 692; derived from Act of March 3, 1823, 
Section 1, 3 Statutes 779, and the Act of Febru- 
ary 21, 1857, Section 1. 

13 Ex. Ord. No. 6260, Section 5, effective Au- 
gust 28, 1933, set out in footnote to 12 USC Sec- 
tion 95 (1940 ed.). 

“Cf. Richard v. American Union Bank, 170 
N. E. 532, 253 N. Y. 166 (1930), per Lehman, J. 
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On the other hand, when money is not cur- 
rent in a country, it has a fluctuating market 
value, and in this respect resembles a 
commodity. 


Congressional Silence 


Like the Vermont statutes in respect to 
churns, the Internal Revenue Code is silent 
in respect to money, foreign or domestic. 
The problem presented to the Commissioner 
of Internal Revenue and to the courts has 
been whether by this silence the Congress 
intended foreign money used by a United 
States taxpayer in a business transaction 
having domestic tax consequences to be 
treated as a commodity or as a medium of 
exchange, like domestic money in the United 
States. 


Long before the Sixteenth Amendment, 
“all persons required to make returns or 
lists of objects charged with an internal tax” 
were further required by law to declare 
whether the value was stated in terms of 
legal tender or coined money; and the tax 
collector receiving such returns or lists was 
under the duty of converting the value into 
legal-tender currency “according to the 
value of such coined money in said currency 
for the time covered by such returns.” * 


Since all coins and currencies of the United 
States are now legal tender for all taxes,” 
no conversion of the value of any one form 
of money of the United States into another 
form of money of the United States is neces- 
sary. But in computing the amount of in- 
come returnable for the purpose of federal 
taxes, the Bureau of Internal Revenue early 
ruled that conversion of foreign money into 
terms of United States dollars was necessary.” 





1 Revised Statutes Section 3178. 

16 Act of May 12, 1933, Chapter 25, Title III, 
Section 43 (b) (1), 48 Statutes 52; Joint Resolu- 
tion of June 5, 1933, Chapter 48, Section 2, 48 
Statutes 113; 31 USC Section 462. 

70. D. 419, 2 CB 60 (1920), which reads: 
“Income returnable for the purpose of Federal 
taxes should be expressed in terms of United 
States money. The rate of exchange at the time 
of receipt governs in making the computation.”’ 
The Treasury Regulations in effect at the time 
this ruling was announced had already provided: 
“Items of income and of expenditures which 
as gross income and deductions are elements in 
the computation of net income need not be in 
the form of cash. It is sufficient that such items, 
if otherwise properly included in the computa- 
tion, can be valued in terms of money. The time 
as of which any item of gross income or any 
deduction is to be accounted for must be deter- 
mined in the light of fundamental rule that the 


computation shall be made in such a manner as . 


clearly reflects the taxpayer’s income.’’ 


Regu- 
lations 45 (1920 ed.), Article 22. 
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This ruling left unsettled the question of 
when and how an item became income to be 
expressed in United States money; and since 
reasonable men will differ as to when and 
how the financial result of devaluation is 
most accurately reflected in the income of a 
taxpayer affected thereby, there has been 
created in this field, as elsewhere in the con- 
struction of income tax laws, a twilight zone 
of doubt, in which economic and financial con- 
cepts are fully considered, if not controlling. 


Foreign Money as Commodity 


One such concept is that foreign exchange 
is a commodity. Cases accepting this view 
treat foreign money as a commodity, like 
any other commodity, and not as a medium 
of exchange or as a measure of value. The 
taxpayers in these cases may in turn be sub- 
divided into two classes: (a) those who are 
dealers in foreign exchange and (b) those 
who are not dealers in foreign exchange. 


Taxpayers who are dealers in foreign ex- 
change face no special problems because 
they are treated just as other taxpayers who 
are dealers. For example, a dealer in for- 
eign exchange may use the annual inventory 
method of computing his annual income.” 
Therefore, he may value the foreign ex- 
change he possesses at the beginning and at 
the end of his taxable year in terms of 
United States money in his annual income 
tax return. In this way, since the income- 
producing factor is the purchase and sale of 
foreign exchange, a dealer will nearly always 
be able to reflect any gain or loss incident 
to devaluation, even though mere fluctua- 
tions in the value of foreign exchange do not 
usually affect taxable income of taxpayers 
who are not dealers. Similarly, a dealer in 
foreign exchange is subject to the same rules 
on realization of gain or loss as dealers in 
any other commodity constituting inventory. 

Since the taxpayers classified as dealers 
are narrowly defined in the first instance,” 
investors, speculators or even traders in 
foreign exchange are excluded from this 
classification.” Hence, the cases concerned 
with income tax problems arising from de- 
valuation do not involve taxpayers who are 
dealers in foreign exchange. The typical 
case concerns a taxpayer, such as a foreign 
trader, who is not a “dealer” in foreign ex- 
change, as that term has come to be defined 


18 See O. D. 834, 4 CB 61 (1921). 





1 Regulations 111, Section 29.22(c)-5; Helver- 
ing v. Fried, 37-1 ustc § 9004, 299 U. S. 175 


(1937). 
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for income tax purposes, although he may 
deal in foreign exchange continuously in 
carrying on his business. 


Dealers in Foreign Exchange 


Suppose these circumstances: first, that 
a taxpayer who is in the business of buying 
abroad and selling Spanish brandy in this 
country placed a quantity of orders in Spain 
for brandy last summer; second, that the 
Spanish pillar dollar at that time looked 
very attractive at the price at which it was 
then being sold—one pillar dollar for one 
United States dollar; third, that the tax- 
payer contracted on September 1 to buy 
100,000 pillar dollars on a ninety-day basis 
because the brandy would not be delivered 
sooner than that; fourth, that since it did 
not require the pillar dollars for immediate 
use, the taxpayer carried them on an open 
account; and fifth, that on December 1 it 
took the pillar dollars and paid for them at 
the price agreed upon—100,000 United States 
dollars plus ninety days’ interest. 

Meanwhile, on September 18, the pillar 
dollar was devalued by one half. It now 
sells for two pillar dollars for one United 
States dollar, so that the taxpayer, who is 
on a calendar year basis, has on December 
31 100,000 pillar dollars, worth 50,000 United 
States dollars, for which he has paid 100,000 
United States dollars. May the taxpayer de- 
duct from his gross income for 1949 the 
50,000 United States dollar shrinkage in 
value of the pillar dollars? 


Board of Tax Appeals Cases 


In the case of Theodore Tiedemann & Sons, 
Inc." the Board of Tax Appeals held that 
the taxpayer was not entitled to any 
deduction; 

“The taxpayer was not a dealer in foreign 
exchange. The obligations did not consti- 
tute inventoriable items. They are not to 
be treated differently from any securities 
which might have been purchased by the 
taxpayer. If they had increased in value 
from the date of purchase to the close of 
the taxable year, such increase would not 
have constituted taxable income. Neither 
did the shrinkage in value constitute a sus- 
tained loss.” 





20 Wilson v. Commissioner, 35-1 ustc { 9245, 
76 F. (2d) 476 (CCA-10, 1935); G. C. M. 9958, 
X-2 CB 158. 

21CCH Dec. 409, 1 BTA 1077. In all the cases 
supposed in the text, it is assumed that the tax- 
payer is on a calendar year and cash basis. 
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If the taxpayer had not been doing busi- 
ness in Spanish brandy, but had simply de- 
posited the pillar dollars in a savings account 
in a bank in Barcelona on September 1 and 
had withdrawn them on December 1 and 
given them to his sister in Seville, might he 
then have deducted the shrinkage in the 
value of the deposit resulting from the 
devaluation ? 


In the case of Hugo F,. Urbauer” the 
Board of Tax Appeals, citing the Tiedemann 
case, held that the taxpayer was not entitled 
to any deduction: “The shrinkage in value 
of property does not constitute a deductible 
loss under the statute.” 


Nor could the taxpayer deduct the $50,000 
shrinkage in United States dollars in his 
deposit as a bad debt. The Board in the 
Urbauer case held that even if the deposit 
was considered as a debt from the bank, the 
debt was not found to be worthless and 
charged off by the taxpayer during the tax- 
able year, and a debt was not deductible in 
part under the applicable revenue act.” If 
the market value of the 100,000 pillar dollars 
had shrunk to one ten-thousandth of a 
United States mill ($.0000001), as the 
500,000 German marks had in the case of 
Louis Stern* the Board might have allowed 
the loss on the ground of “substantial worth- 
lessness,” though in the Urbauer case a 
shrinkage in the value of a kronen from 
twenty-one cents to two mills was appar- 
ently not considered “substantial worth- 
lessness.” 


Suppose the taxpayer, after accepting de- 
livery of the 100,000 pillar dollars on De- 
cember 1, when they were worth only half 
a United States dollar apiece, although he 
paid one United States dollar apiece for 
them in accordance with his September 1 
contract, used the pillar dollars to buy, 
Spanish brandy in Spain. The taxpayer 
would have paid 50,000 United States dollars 
more for the pillar dollars than he would 
have been required to pay had he purchased 
them at the time he paid for the brandy. 
May the taxpayer in these circumstances 
deduct from his gross income for 1949 the 
difference of 50,000 United States dollars 


22 CCH Dec. 2653, 7 BTA 846 (1927). See also 
I. T. 2141, IV-1 CB 154 (1925). 

23 Revenue Act of 1918, Section 214. 

*% CCH Dec. 2151, 5 BTA 870 (1926). See also 
C. M. Howell, Administrator, CCH Dec. 6559, 
21 BTA 757 (1930); petition for review dismissed 
59 F. (2d) 1053 (CCA-8, 1932); Samuel Bird, 
CCH Dec. 1479, 4 BTA 259 (1926); Murchison 
National Bank, CCH Dec. 233, 1 BTA 617 (1925). 

23 CCH Dec. 397, 1 BTA 1051 (1925). 

%O. D. 489, 2 CB 60 (1920). The ruling con- 
tinues: ‘‘In the case of a domestic corporation 
engaged in business in a foreign country, its 
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between the 100,000 United States dollars he 
paid for the pillar dollars and the 50,000 
United States dollars they were worth on 
December 1, when he used them to pay for 
the brandy? 

In the case of Bernuth-Lembcke Company, 
Inc.* decided in 1925, the Board of Tax 
Appeals held that the taxpayer was entitled 
to the deduction, on the ground that the 
creosote oil, which was the commodity in 
reality purchased in that case, could not be 
inventoried “at more than its actual cost and 
the cost was in terms of the exchange at 
the date of purchase,” and that since the 
contract for the purchase of the foreign ex- 
change had been completed at a loss, such 
loss was “a legal deduction from the gross 
income of the taxpayer.” 


O. D. 489 


To the extent that the Board said that 
the date of purchase of the merchandise was 
the controlling date for the purpose of fixing 
the inventory value, the opinion was incon- 
sistent with a previous ruling by the Bureau 
of Internal Revenue—O. D. 489, which had 
been published in 1920. In that important 
Office Decision, the Commissioner had ruled: 


“A taxpayer purchasing goods from a for- 
eign country, the value of such goods being 
quoted in terms of the foreign currency, 
should enter the cost thereof at the current 
or market rate of exchange prevailing at the 
time that payment for the goods is actually 
made.” * 

Since in the Bernuth-Lembcke case the date 
of purchase and the date of payment hap- 
pened to coincide, the Board’s dictum was 
ambiguous. But suppose, to continue with 
our hypothetical taxpayer, that instead of 
paying pillar dollars in cash for the Spanish 
brandy, the taxpayer had bought the brandy 
in Spain on credit, with the purchase price 
payable in pillar dollars. Would the Com- 
missioner require him to inventory the 
brandy at the rate of exchange prevailing on 
the date of purchase of the brandy, or would 


assets and liabilities (other than capital assets) 
recorded on its books in terms of the for- 
eign currency, should be appraised in dollars 
(whether actually converted or not) at the close 
of each taxable year in which it is engaged in 
active business at the current or market rate 
of exchange, if any, then prevailing. (But see 
A. R. R. 15, 3-20-682.)’’ The ruling does not 
state whether the taxpayer who purchased the 
goods paid for them the same year he purchased 
them. Much of the current confusion may stem 
from this omission. 
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the Commissioner adhere to O. D. 489 and 
require him to inventory the brandy at the 
rate prevailing on the date of payment in 
pillar dollars? ” 


In 1927, in the case of Joyce-Koebel Com- 
pany,* the Commissioner took a position 
consistent with O. D. 489 (that the date of 
payment controlled the cost) but not re- 
quired by that ruling, unless it is construed 
to encompass transactions in which im- 
ported merchandise is paid for by foreign 
exchange in a taxable year different from 
the taxable year in which the merchandise 
is purchased. The Board of Tax Appeals, 
however, followed its dictum in the Bernuth- 
Lembcke case and held squarely against the 
Commissioner. The Board said that “the 
proper method of accounting is to include 
purchases in the accounts at the rate of ex- 
change prevailing at the date of purchase 
and to account for any profit or loss in the 
payment therefor as a separate transaction”; 
then, compounding the confusion, the Corn- 
missioner acquiesced.” 


The Commissioner’s acquiescence in the 
Joyce-Koebel case cannot be easily recon- 
ciled with O. D. 489. The question which 
immediately arose, and which is still unre- 
solved, is whether O. D. 489 has been im- 
plicitly, though not explicitly, modified or 
revoked by the Commissioner in the light 
of his acquiescence in the Joyce-Koebel case, 
or—to put it more delicately—whether 
O. D. 489 has been misunderstood by tax- 
payers. 


Reserving this question for the time being, 
suppose that the Spanish seller of the brandy 
refused to accept the 100,000 pillar dollars 
in payment, but that when the taxpayer 





went to Spain to procure the brandy, he 
was told that the brandy would be delivered 
only if the purchase price was paid in United 
States dollars. Suppose then that the tax- 
payer, in December, 1949, sold the 100,000 
pillar dollars he had bought on credit in 
August, 1949, for 100,000 United States 
dollars (before the devaluation on September 
18), and that when he sold the pillar dollars, 
he received only 50,000 United States dol- 
lars, which he applied on the purchase price 
of the brandy. He completed the transac- 
tion by paying in March, 1950, for the pillar 
dollars he bought on credit in August, 1949. 
May he deduct this loss? 


Sarfert and Wheatley Cases 


In the case of Max Sarfert,” the Board of 
Tax Appeals held in the affirmative. Under 
its decision in that case, the taxpayer would 
be entitled to a loss upon the sale of the 
100,000 pillar dollars in 1949, as a loss “sus- 
tained during the taxable year and not com- 
pensated for by insurance or otherwise, if 
incurred in trade or business.” Although 
the Commissioner had realistically regarded 
the purchase and sale of the German marks, 
intended in that case to be used for the pur- 
chase of German machinery, as part of the 
machinery transaction, and consequently as 
part of the cost of the machinery, the Board 
reasoned that the purchase and sale of the 
foreign exchange and the purchase of the 
merchandise were separate and distinct 
transactions. It did not appear, the Board 
said, that the purchase of the foreign ex- 
change was part of the original contract; 
rather, it appeared that the foreign exchange 
had been purchased purely for the conven- 





27 Ibid. In the Bernuth-Lembcke case, the tax- 
payer had entered the creosote oil in his inven- 
tory at its cost at the market rate of exchange 
prevailing on the date of payment in the pounds 
sterling which had been bought previously and 
seemingly independently of the oil purchase. 
Since the Commissioner acquiesced in the de- 
cision without modifying O. D. 489, did that 
mean that the Commissioner accepted the date 
of purchase of merchandise with foreign ex- 
change as the controlling date, in accordance 
with the dictum of the Board, or would there- 
after follow O. D. 489 fixing the value in United 
States dollars on the date of payment for mer- 
chandise in foreign exchange as controlling for 
the purpose of entering their dollar cost? That 
question, asked at the time of the Joyce-Koebel 
case, infra, footnote 28, cannot be answered 
categorically even today. 

26 BTA 403. The taxpayer had bought goods 
in England over a three-year period, the price 
being stated in pounds. Payment was made 
later in pounds acquired in New York. It 
charged purchases and credited accounts pay- 
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able in dollars at a so-called ‘‘normal’’ rate of 
exchange for the pounds on the date of pur- 
chase. It credited remittances to cash and 
charged them to accounts payable at dollar 
cost of the exchange remitted. This procedure 
resulted in a variation between the balances 
which appeared due on the taxpayer’s books in 
dollars and the balances which were actually 
due in pounds. To eliminate this variation, the 
dollar invoice price for purchases was adjusted | 
to the actual rates prevailing on the dates of 
purchase. The taxpayer then computed a gain 
in exchange arising from the difference between 
the dollar-pound rates prevailing on the dates 
of invoice of goods and the rates prevailing on 
the dates of payment of the accounts. The 
Board of Tax Appeals required that the cost 
in pounds sterling be converted into United 
States dollars at the rates of exchange prevail- 
ing on the dates of purchase. 

29 X-2 CB 36 (1927). 

2 CCH Dec. 2028, 5 BTA 977 (1926). 

31 Revenue Act of 1918, Section 214 (a) (4); 
Code Section 23 (e) (1). 
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ience of the taxpayer in making payment 
under the contract.” 


In the case of James A. Wheatley,® also, a 
taxpayer was allowed a deductible business 
loss for the difference between the rate of 
foreign exchange earned while he lived 
abroad and its rate when he converted it into 
dollars in order to pay his federal income tax. 


The Sarfert case and the Wheatley case 
afford some basis for the belief that if (1) a 
taxpayer sold goods abroad prior to the 
recent devaluation, and (2) the sales price 
was payable in a foreign currency which was 
devalued subsequent to the contract to sell, 
the taxpayer may be entitled to an ordinary 
business loss. But if the foreign-exchange 
transaction is separated from the main busi- 
ness transaction and treated as a sale or 
exchange of a foreign currency under the 
view that foreign money is a commodity and 
a capital asset, the taxpayer would seem en- 
titled only to a capital loss. 


Capital Gain 


Conversely, under the decision in the 
Joyce-Koebel case, if, instead of selling goods 
abroad, a taxpayer bought merchandise 
abroad on open account prior to the devalua- 
tion of the foreign currency in which it was 
payable on credit, and then paid for it after 
devaluation in the devalued currency, he 
would seem to have taxable income in the 
amount of the United States dollars saved. 
If the taxpayer should settle the account by 
payment after six months had elapsed, this 
income might be held to constitute a capital 
gain. Since capital gains are subject to a 
maximum tax of twenty-five per cent, a 
higher unadjusted basis predicated upon the 
cost in United States dollars on the date of 
purchase could be advantageous to the tax- 
payer, even though he might be liable to a 
capital gain tax, because through a depre- 
ciation deduction allowable against this higher 
basis, the taxpayer would receive ultimately 
the benefit of a thirty-eight per cent rate. 


2 Tf the supposititious transaction had fallen 
through entirely in 1949, the Spanish owner of 
brandy would not sell the brandy either for 
United States dollars or for pillar dollars, and 
the taxpayer who had bought pillar dollars 
prior to their devaluation had delayed selling 
them until 1950, the taxpayer could not deduct 
any loss in 1949. See Canizzaro &€ Company, 
Inc., CCH Dec. 5929, 19 BTA 380 (1930). 

33 CCH Dec. 3040, 8 BTA 1246 (1927). See also 
Max Kurtz, CCH Dec. 2921, 8 BTA 679 (1927). 

*T. T. 3810, 1946-2 CB 55. The facts, as stated 
in the ruling, were as follows: 

“In the case under consideration, the tax- 
payer, a citizen of the United States, traveled 
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Whether a taxpayer could sustain the 
proposition that if he did not settle his 
open-account indebtedness for six months, 
he was entitled to treat any taxable income 
as a capital gain, is now exceedingly doubt- 
ful. If there is income, it would seem to 
result directly from the discharge oi a debt 
in devalued foreign money. Neither a sale 
nor an exchange of foreign currency is in- 
volved, as in the case of the taxpayer who 
deposited United States currency in a 
Mexican bank and, several months after 
purchasing Mexican pesos with that account, 
converted the pesos into United States cur- 
rency and closed his account. In a pub- 
lished ruling the Commissioner of Internal 
Revenue held that the taxpayer was subject 
to a tax upon capital gains if he had sold 
the pesos at a profit, or was entitled to a 
capital loss if he had sold the pesos at 
a loss.” 


It is clear, however, that the taxpayer in 
that case was investing or speculating in 
Mexican pesos, and was not using the pesos 
to purchase Mexican goods for importation 
into the United States. The ruling could, of 
course, be extended to cover the case of 
taxpayers buying or selling merchandise 
abroad on open account, especially if the 
credit arrangements were not of a short- 
term character. In such a case, the Com- 
missioner conceivably could take the position 
that even though the foreign exchange trans- 
action was only incident to the importation 
or exportation of merchandise, the taxpayer, 
by reason of the time taken to settled his 
open-account indebtedness, was in effect, if 
not in terms, speculating in foreign exchange. 


Hint of Bureau's Attitude 


As recently as last autumn, however, the 
Bureau of Internal Revenue was reported 
in the press to have held that where an 
American businessman agreed to purchase 
British machinery on credit at a price speci- 
fied in pounds sterling prior to devaluation, 
and after devaluation discharged his indebt- 


into Mexico. While there he deposited United 
States currency in a Mexican bank, requesting 
that the bank purchase Mexican pesos and main- 
tain an account in pesos. After several months, 
during which time there were no transactions in 
the account, the taxpayer requested the bank to 
reconvert the Mexican pesos into United States 
currency and send it to him. The bank com- 
plied with this request and closed the account. 
The value of the Mexican pesos measured in 
terms of the United States dollar differed at 
the time the account was closed from the value 
when the account was opened. The taxpayer 
had no other transactions in foreign currency.”’ 
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edness for the machinery in pounds pur- 
chased at a lower cost in dollars, the dollar 
value of the saving need not be reported 
either as ordinary income or as a taxable 
gain, and that the basis of the machinery 
would be converted into dollars at the rate of 
exchange prevailing at the time of payment.* 


The ruling has not been published offi- 
cially, and the press accounts may have been 
inaccurate. If correctly reported, however, 
the ruling would seem to indicate that the 
Commissioner of Internal Revenue does not 
regard his acquiescence in 1927 in the Joyce- 
Koebel case as modifying or revoking O. D. 
489, but, on the contrary, that he considers 
that ruling, made in 1920, in full force and 
effect. I may also suggest that the Bureau 
of Internal Revenue does not accept the 
concept that foreign exchange is always a 
commodity.” 


If the Bureau of Internal Revenue adopts 
the view that foreign exchange may serve 
the function of money in a business transac- 
tion even though it does not circulate as 
domestic currency in the United States, it 
may then draw a distinction between (1) 
taxpayers (other than foreign-exchange 
dealers) who are investors or speculators in 
foreign exchange, including foreign traders 
with long-term credit practices smacking of 
speculation, and (2) taxpayers who acquire 
and dispose of foreign exchange simply be- 
cause it is the medium through which for- 
eign trade or other foreign business is 
carried on in normal commercial practice, 
whether in cash or on short-term credit. 
The courts have not yet determined, how- 
ever, that such a distinction would justify 
different income tax treatment of these two 
classes of taxpayers under the existing stat- 
ute. The reasoning of the cases follows the 
classic premise that foreign exchange in the 
United States is always a commodity. 


Foreign Money 
as Medium of Exchange 


Fluctuations in the value of a foreign 
money, when measured in dollars, frequently 
do not affect its value as a medium of ex- 
change in the foreign country where such 


35 ‘‘Devaluation Benefits Ruled Not Subject to 
Tax on Gain,’’ Journal of Commerce, October 
27, 1949, p. 24. 

% Foreign currency received in day-to-day 
business transactions for goods or services was 
held not a capital asset prior to the enactment 
of Code Section 117 or its predecessor provisions. 
See Gilbert v. Commissioner, 3 ustc § 883, 56 F. 
(2d) 361 (CCA-1, 1932); Joe B. Fortson, CCH 
Dec. 12,562, 47 BTA 158 (1942). 

3%7™CCH Dec. 13,187, 1 TC 1098 (1943); acq. 
1943 CB 10. 
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money is established by law. Consequently, 
in the absence of special circumstances 
where the acquisition of foreign money or 
credit for delivery in a foreign country is 
made for some use in which its value would 
continue to be measured by its market price 
here, fluctuations in such market price may 
not furnish any measure of tax benefit or 
detriment. The case of B. F. Goodrich Com- 
pany * may rest on this rationale.* 


In that case, 11,000,000 francs were ac- 
quired by the Goodrich Company from a 
French bank on delivery of its note to the 
bank in 1933. Three years later the Good- 
rich Company purchased 11,000,000 francs in 
the United States and repaid the 11,000,000 
francs it had borrowed. Meanwhile, the 
Goodrich Company lent the 11,000,000 francs 
to a wholly owned or controlled French sub- 
sidiary for use in its French operations, and 
that loan was still outstanding. 


The Tax Court held that although the 
11,000,000 francs, when borrowed, were 
worth $650,000, and it cost the Goodrich 
Company only $515,000 to buy the 11,000,000 
francs with which it had repaid the French 
bank, no income was realized for federal 
income tax purposes. The court stated that 
“mere borrowing and returning of property 
does not result in taxable gain.” It illus- 
trated the point by supposing that the Good- 
rich Company had bought eleven bars of 
metal with an obligation to return their 
equivalent and, after using that particular 
metal, purchased eleven new bars, with which 
it satisfied the obligation to return their 
equivalent. “It would seem clear,” said the 
court, “that no real gain or loss could result 
from the mere borrowing and return of 
fungible property.” 

Thus, notwithstanding that the Supreme 
Court has long recognized that gain on the 
discharge of indebtedness comes within the 
meaning of income as used in the Sixteenth 
Amendment and in the federal income tax 
laws,” the settlement with a foreign creditor 
of a debt incurred in foreign money of the 
country of the creditor’s domicile, in full 
accordance with its tenor, may not give rise 


- to any taxable gain or deductible loss re- 


gardless of fluctuations in the value of the 


383 Whatever the rationale, the Commissioner 
has not succeeded in collecting a tax on ‘‘in- 
come’’ asserted to arise in any case involving 
the borrowing of foreign exchange and the re- 
payment of the loan at its face amount in for- 
eign exchange, whether or not devalued. Cf. 
North American Mortgage Company, CCH Dec. 
5676, 18 BTA 418, acq. IX-2 CB 44; William H. 
Coverdale, infra, footnote 47. 

%U. 8S. v. Kirby Lumber Company, 2 ustc 
7 814, 284 U. S. 1 (1931); Commissioner v. Ja- 
cobson, 49-1 ustc { 9133, 336 U. S. 28 (1949). 
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foreign money in terms of the United States 
dollar. 


Although the matter is not altogether free 
from doubt, it would seem that the Good- 
rich Company realized some economic bene- 
fit from the decrease in its obligations, due 
to the fall in the rate of exchange, which was 
susceptible of evaluation in terms of do- 
mestic money. Consequently, there is a 
latent flaw in resting the result on the 
premise that the Goodrich Company dealt 
in the francs as a commodity, or as if, to 
use the Tax Court’s analogy, the francs 
were bars of metal. As has been cogently 
pointed out, a short sale of a commodity, if 
profitable when covered, results in tax- 
able gain.” 


On the other hand, if the Tax Court had 
viewed the francs in the case as foreign 
money which the Goodrich Company ac- 
quired for its subsidiary not as a speculation 
or an investment but for use as a medium 
of exchange in the ordinary conduct of its 
trade or business in France, the transaction 
could not be considered complete until the 
asset acquired by means of the francs had 
been disposed of or paid. Not until then 
would there occur an event at which it would 
be appropriate to measure the economic 
benefit or detriment for the purpose of levy- 
ing the income tax. 


See Roberts, ‘‘Borrowings in Foreign Cur- 
rency,’’ supra, footnote 1, pp. 1035-1036. 

“This has been forcefully pointed out by 
James, op. cit., footnote 1, pp. 414-415, as fol- 
lows: ‘‘Let us suppose that an American im- 
porter has a contract to acquire commodities in 
a foreign country at a future date at a fixed 
price in foreign currency. Under such circum- 
stances the businessman may buy foreign ex- 
change in advance of the date on which he is to 
use it in order to fix his cost in terms of dollars. 
If the dollar value of the foreign money should 
fall before the foreign merchandise is acquired, 
nothing could be farther from this business- 
man’s normal expectation than to be told that 
he had realized an immediate gain through 
speculation on exchange, while the basis for the 
merchandise purchased was reduced below the 
dollar cost of the valuta used in its purchase. 
The businessman had not intended to speculate; 
he had intended to avoid speculation. Anyone 
who has difficulty in accepting this approach 
should talk to businessmen who are not lawyers 
nor tax accountants, but who are accustomed 
to foreign exchange transactions. Give them 
the case of the American importer who buys 
foreign exchange in advance for the purpose of 
purchasing foreign merchandise and uses the 
foreign exchange for this purpose, and the case 
of the American importer who buys foreign 
merchandise and thereafter pays for it, acquir- 
ing the necessary foreign exchange on the date 
of payment. Ask whether gain or loss shoulda 
be recognized on the date of purchase or whether 
the actual dollar cost should be carried through 
and gain or loss recognized only when the 
merchandise is sold. Such inquiries will show 
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The Tax Court itself implies in the Good- 
rich case that there would ultimately occur 
a taxable event at which gain or loss would 
be realized on the transaction, by pointing 
out that the “transaction was not closed, and 
the question whether it will result in gain 
or loss is one which cannot be decided at 
this time.” There is here possibly a hint 
that integration of the foreign-exchange 
transaction with the repayment of the loan 
by the French subsidiary to the Goodrich 
Company might accurately reflect income 
tax consequences. 


Abandonment of the artificial rule which 
treats the purchase or sale of foreign ex- 
change as separate from the purchase or 
sale of the commodity in connection with 
which the foreign exchange is used would 
also conform to the ordinary business con- 
ception of such foreign-exchange operations.” 
Adoption of a distinction between those 
transactions in foreign exchange which are 
incident to the conduct of a trade or busi- 
ness and those transactions which are en- 
tered irito as a speculation or investment 
would be sound in principle. 


Contrary to the doctrine of the Joyce- 
Koebel case,” a foreign-exchange operation 
should not be isolated from the carrying on 
of a business for which it is a subsidiary, 
though necessary, adjunct. In principle, a 


that the official Treasury and Board of Tax 
Appeals position does not make sense to most 
businessmen.’’ 

42 Supra, footnote 28. It is not improbable that 
the splitting of the foreign-exchange item from 
the transaction of which it was an integral part 
originated from the antiquated method of valu- 
ing imported merchandise for customs purposes. 
In the search which has been made for a 
measure of the true dollar values of imported 
merchandise for customs purposes, the formula 
selected has been to measure the value of the 
goods in United States currency by using the 
rate for the foreign exchange with which the 
imported goods is purchased. For this purpose 
foreign currency is converted into currency of 
the United States at a value proclaimed by the 
Secretary of the Treasury for the quarter in 
which the merchandise is exported, except that 
in certain cases the conversion is made at the 
buying rate in the New York market at noon 
on the day of exportation. In other words, the 
foreign currency of the invoice is converted by 
the Collector of Customs into dollars in con- 
formity with the Tariff Act, regardless of the 
actual cost in terms of dollars to the importer. 
Since, for purposes of ad valorem import 
duties, the use of the quarterly proclaimed rate 
or the buying rate on the date of exportation 
may reflect approximate value in terms of United 
States currency, it may have seemed expedient 
in the early days of the income tax to take the 
exchange rate on the date of purchase as the 
standard for determining the cost of imported 
goods. See Tariff Act of 1930, Sections 522 (a), 
(b), (c); 46 Statutes 739, 31 USC Section 372 
(a), (b), (ce). 
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foreign-exchange transaction should, like 
any other act of commerce, be isolated only 
if the investment or speculation is an end 
in itself insulated from any other over-all 
purpose. 


Kerbaugh-Empire Case 


The treatment of a foreign exchange as 
money and its integration with the com- 
mercial transaction to which it is related 
would find some sanction in the only Su- 
preme Court case involving the treatment 
of foreign money for tax purposes. 


The case of Bowers v. Kerbaugh-Empire 
Company® has been widely criticized “ and 
its reasoning seemingly repudiated,® but it 
has not yet been overruled. The Kerbaugh- 
Empire case involved a taxpayer-corporation 
which borrowed German marks from a Ger- 
man bank and used the proceeds of the loan 
to finance construction contracts by a 
wholly owned subsidiary. The borrowed 
marks were lost in performing these con- 
tracts in the years 1913, 1914, 1916, 1917 and 
1918. In 1921, the taxpayer settled the loan 
which was represented by notes, by paying 
it in depreciated marks worth nearly 
$700,000 less than it had borrowed. A 
unanimous Court (Mr. Justice Brandeis 
concurring in result but not in opinion) up- 
held the decision of the District Court “ that 
no taxable income resulted from the trans- 
action. 


It is apparent that the Supreme Court 
integrated the acquisition and disposition of 
the foreign exchange with the performance 
of the construction contracts and considered 
the transaction as a whole, even though the 
opinion of Mr. Justice Butler rests upon the 
constitutional meaning of taxable income, 
and the nature of foreign exchange, either 
as a commodity or as a medium of exchange, 
is not adverted to in that opinion. 


Coverdale Case 


_The Kerbaugh-Empire case, as well as the 
Goodrich case, has drawn renewed strength 
from the decision of the Tax Court in the 


#10 ustc J 174, 271 U. S. 170 (1926). 

“See Magill, Taxable Income (1945 revised 
ed.), pp. 249-254; 34 Yale Law Journal 334 (1925); 
25 Columbia Law Review 110 (1925). 

*U, S. v. Kirby Lumber Company, supra, 
footnote 39; Burnet v. Sanford & Brooks Com- 
pany, 2 ustc { 636, 282 U. S. 359 (1931). In the 
latter case the taxpayer had lost money in 1913, 
1915 and 1916 under a dredging contract with 
the federal government, on the basis of which 
it was awarded a judgment in 1920 for damages 
equivalent to its financial loss. This judgment 
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case of William H. Coverdale“ There the 
taxpayer had borrowed Canadian dollars 
from a Canadian bank in 1929, 1930 and 1931, 
and used the proceeds to discharge indebt- 
edness due an American bank, the proceeds 
of which had been used to purchase shares 
of Seaboard Airline Railway common stock. 
In 1940 the taxpayer sold these shares at a 
loss of about $700,000 and in the same year 
paid his debt to the Canadian bank in 
Canadian dollars, which he bought for about 
50,000 United States dollars less than the 
amout of United States dollars he had origi- 
nally realized from the borrowed Canadian 
dollars. In his income tax return for 1940, 
the taxpayer treated the $50,000 as a long- 
term capital gain. The Commissioner treated 
it as ordinary income. The Tax Court, on 
the authority of the Goodrich Company case, 
held that although the taxpayer had bene- 
fited from the exchange transaction, there 
was no taxable gain. It concluded its 
opinion by saying: 

“But aside from or in addition to the 
principle of the Goodrich case on which we 
base our holding . . . the overall result of 
petitioner’s dealings with the Seaboard stock 
resulted in a loss and on the authority of 
Bowers v. Kerbaugh-Empire Co., supra, he 
could not and did not realize a taxable gain.” 


Two points are clear: 


First, the Canadian dollars were not in 
fact treated as a commodity with a fluctuat- 
ing market value, for if they had been, the 
taxpayer would have made the equivalent of 
a short sale of securities and realized a tax- 
able gain. The fact that under the Com- 
missioner’s position the taxpayer would 
receive no tax benefit from his heavy loss 
on the Seaboard stock was hardly a deter- 
minative factor in the decision not to tax 
such a gain, because if the gain on the loan 
had been treated by the court as a taxable 
capital gain (as the taxpayer argued it 
should be), his capital loss on the Seaboard 
stock would have been a deductible offset, 
with a proportionate tax benefit. 


Second, the Canadian dollars were in 
words treated as a commodity and as prop- 
erty repaid for property borrowed. ‘Thus, 


was Satisfied in 1920. The Supreme Court of 
the United States upheld the determination of 
the Commissioner that the amount of the judg- 
ment must be included in the taxable income 
of the taxpayer for the year 1920, even though 
it was offset by losses suffered under the dredg- 
ing contract, on the ground that the revenue 
law in effect at that time required the taxable 
income to be determined in annual accounting 
periods. 

46 1924 CCH f 3043, 300 F. 938 (1924). 

41CCH Dec. 14,659 (M), 4 TCM 713 (1945). 
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in the three cases involving borrowed for- 
eign money (the Goodrich case, the Ker- 
baugh-Empire case and the Coverdale case), 
no taxable gain has been found in the re- 
payment in foreign money of a loan in 
foreign money, regardless of any discernible 
balance-sheet benefit. 


Once recognition is given to the principle 
that foreign money in the foreign country 
where it is a medium of exchange does not 
have a market price in that country, how- 
ever, these three cases can be considered to 
conform to the businessman’s understanding 
of the transactions which took place, no 
matter how impossible to reconcile with any 
doctrinaire dogma of taxable income. A 
businessman would probably welcome as a 
norm of taxability the test of whether he 
dealt in foreign money or credits as a com- 
modity or as a medium of exchange in ordi- 
nary commerce. If he dealt in them as a 
commodity, then, under this criterion, where 
he is a dealer, he will be treated as a dealer 
in commodities; and where he is not a dealer, 
he will be treated as an investor or as a 
speculator. On the other hand, under such 
a test, if he dealt in the foreign moneys or 
credits as a medium of exchange, his tax 
liability would depend on the outcome of 
the transaction for which the foreign 
moneys or credits were a means to an end 
when the integrated transaction became a 
closed event. 


Achelis Case 


The fact that foreign exchange is not al- 
ways dealt in as a commodity has been 
noted in one case involving the taxation of 
factory branches in France of a taxpayer 
whose principal plant for manufacturing tex- 
tiles was located in Bridgeport, Connecticut.“ 
In rejecting the soundness of a rigid analogy 
between foreign money and securities in cal- 
culating gain and loss, the court said: 


“Francs are not securities; at any rate, not 
when employed as a measure of payment in 
the ordinary course of commerce. They are 
symbols of value necessarily employed in 
localities which will recognize no other sym- 
bols of value. The defendant corporation 
was not dealing in francs. It was dealing 
in merchandise; it was dealing with French- 
men, and its business requirements dictated 
the use of the French language and French 
currency. But its profits and its losses 
registered not in francs, or sheep, or warh- 
pum, but in dollars.” 


4% Frederick Vietor & Achelis v. Salt’s Textile 
Manufacturing Company, 1 ustc {| 274, 282, 26 
F. (2d) 249 (1928). 
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Although the Achelis case can be fairly 
said to establish only a rule of branch ac- 
counting for foreign currency, the analysis 
of the District Court does afford some 
affirmative judicial support for the view that 
foreign money is nevertheless money. 


Money as Measure of Value 


The fundamental principle that federal in- 
come tax liability is measured in United 
States dollars rests on the concept that 
money, in the country where it is current, 
is not only a medium of exchange but also 
a measure of value. 


For example, if a contract to sell American 
merchandise in England is made payable in 
pounds sterling, the pounds sterling are not 
a commodity. To the Englishman who buys 
the merchandise, the sales price is expressed 
in terms of money, and is the measure of 
the value of the merchandise; and to the 
American who sells the merchandise, the 
sales price is also expressed in terms of 
money current in England as a medium of 
exchange. Neither party to such a contract 
looks upon it as a barter of one commodity 
for another commodity. The obligation of 
the Englishman to the American for the 
merchandise is discharged by payment of 
the pounds-sterling price which measures the 
value in England of the American merchandise. 


Similarly, if, instead of selling merchandise, 
an American lends money to an Englishman 
and the debt is expressed in pounds sterling, 
the obligation of the Englishman is dis- 
charged by repayment of the amount of 
pounds sterling borrowed. The pounds 
sterling, whether represented in currency or 
in credit, are paid and received as a medium 
of exchange, though to the Britisher they 
are domestic money and to the American 
they are foreign money or foreign exchange. 


In the case both of the sale of merchan- 
dise and of the loan of money, the liability 
exists in pounds sterling, and may be dis- 
charged by the payment of the number of 
pounds sterling agreed upon, however much 
the pounds sterling might increase or de- 
crease in their extrinsic value expressed in 
the currency or commodities of any other 
country. 


The converse case is presented by the 
American purchaser from a British vendor 
who sells his goods on an open account, 
payment to be made in pounds sterling; but 
the underlying principles are the same, and 
the essence of the transaction is the same. 
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The transaction is a contract to buy on 
credit from the standpoint of the American 
taxpayer—neither more nor less. If the 
British pound sterling is devalued thirty per 
cent before payment is made, the cost to the 
American purchaser-taxpayer is simply thirty 
per cent less than it would have been; or if, 
instead, the American dollar is devalued 
thirty per cent before payment is made, the 
cost to the American purchaser-taxpayer has 
increased in like proportion. Measured by 
any criterion of the market place, neither 
profit nor loss arises from the performance 
of such a contract according to its terms.” 


Only the strongest administrative consid- 
eration should be permitted to obscure this 
plain fact of commercial life. Of course, a 
powerful consideration may arise from the 
necessities of a revenue system based upon 
an annual assessment and collection of 
taxes.” And the decision in the Joyce- 
Koebel case can hang precariously from this 
peg. But if the payment under a purchase 
contract such as that here considered is 
made in the same taxable year as the pur- 
chase, it seems reasonably safe to predict 
that the Commissioner of Internal Revenue 
will not depart from O. D. 489, even though 
he acquiesced in the Joyce-Koebel case. The 
monetary yardstick for purposes of United 
States income taxation must be value meas- 
ured in terms of the United States dollar— 
and not pounds, pesos, pistareens or pillar 
dollars." This must remain the principle 
governing the ascertainment of whether 
taxable income has been created or a de- 
ductible loss has been suffered. 


The increase or decrease due to currency 
revaluation in the purchase price in terms of 
dollars of foreign commodities sold in terms 
of foreign money will ordinarily be reflected 
in the resale price of such foreign commodi- 
ties. If they are not purchased for resale, 
such a fluctuation in cost can be reflected in 


4# Compare Regulations 111, Section 29.22(a)-17, 
with Helvering v. American Dental Company, 
43-1 ustc { 9318, 318 U. S. 322 (1943), and the 
language of the court, speaking through Judge 
Lindley, in Hirsch v. Commissioner, 40-2 vustc 
f{ 9791, 115 F. (2d) 656 (CCA-7, 1940): ‘‘As the 
facts stated petitioner has paid . . . for certain 
property which he still owns and he is there- 
fore unable to determine whether he has had a 
gain or a loss. . . . But his ultimate gain or 
loss cannot be determined until liquidation of 
his capital investment. When costs go into 
property, whether one is to gain or lose must of 
necessity remain undecided until the property 
is sold. . . . We cannot say categorically that 
all reductions constitute income.’’ See also the 
last paragraph in the opinion of Judge Opper 
in Charles L. Nutter et al., CCH Dec. 15,302, 
7 TC 480 (1946). 

5°Cf. Burnet v, Sanford & Brooks Company, 
supra, footnote 45. 
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the unadjusted basis of such commodities. 
When the foreign commodities are then re- 
sold or otherwise disposed of by the American 
taxpayer, his gain or loss in United States 
dollars become evident for United States in- 
come tax purposes. However, the understand- 
able desire of taxpayers to anticipate the date 
for measuring any loss in United States dol- 
lars, combined with the crusading zeal of the 
Bureau of Internal Revenue to accelerate the 
date for measuring any gain, has tended to 
distort the realities and practical results of 
trade transactions which ought to fix tax 
consequences. From the unresolved doubts 
thus engendered, there has gradually come 
about a frustration of the tax administrative 
process; and lawyers continue to be com- 
pelled to experiment with newly invented 
forms of trade transactions designed to ac- 
complish legitimate commercial aims of their 
clients. 


Deutsche Bank Case 


The famous Deutsche Bank case™ involved 
a debt of German marks payable in Ger- 
many. It was held by the Circuit Court of 
Appeals, affirming a judgment of the Dis- 
trict Court, that the debt should be trans- 
lated into dollars at the rate of exchange 
existing when the debt became due, the 
value of the mark having fallen after that 
date. The Supreme Court, however, in a 
five-to-four decision, reversed and, speaking 
through Mr. Justice Holmes, said: 


“An obligation in terms of the currency 
of a country takes the risk of currency 
fluctuations and whether creditor or debtor 
profits by the change the law takes no ac- 
count of it. Legal Tender Cases, 12 Wall. 
457, 548, 549. Obviously, in fact, a dollar 
or a mark may have different values at 
different times but to the law that estab- 
lishes it it is always the same. If the debt 


51Cf. Frank W. Ross, CCH Dec. 11,740, 44 
BTA 1 (1941); S..#. Boyer, CCH Dec. 16,175, 9 
TC 1168 (1947). 

52 Deutsche Bank Filiale Niwrnberg v. Hum- 
phrey, 7 F. (2d) 330 (CCA-9, 1925); rev’d 272 
U. S. 517 (1926). Mr. Justice Sutherland, speak- 
ing for the dissenting Supreme Court justices, 
took the view that in this country ‘‘marks are 
not money but things only,’’ and that he saw 
no good reason for making a distinction between 
the delivery of marks and the delivery of wheat, 
“for here a mark is not money, but a com- 
modity.’’ But Justice Sutherland acknowledged 
that in Germany, ‘‘the value of a mark can be 
measured only by itself.’’ For an exhaustive 
and penetrating discussion of this and other 
cases on the subject in the United States and 
England, see Fraenkel, ‘‘Foreign Moneys in Do- 
mestic Courts,’’ 35 Columbia Law Review 360 
(1935). 
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had been due here and the value of the 
dollars had dropped before suit was brought 
the plaintiff could recover no more dollars 
on that account. A foreign debtor should 
be no worse off.” 


Prefacing his opinion, Mr. Justice Holmes 
had remarked: “There has been so little 
discussion of what we regard as the princ- 
iples that ought to govern this question that 
we refrain from citing the many cases that 
have touched upon it and content ourselves 
with stating what seems to us the proper 
rule.” But although he made no elaborate 
attempt to discuss the cases, Mr. Justice 
Holmes did take great pains to state “the 
proper rule.” His statement of the absence 
of judicial discussion and analysis of gov- 
erning principles concerning treatment of 
foreign money applies equally to the income 
tax consequences of devaluation. And al- 
though it may account for the fact that “the 
proper rule” in tax cases is elusive even after 
the cases have been examined, neither judge 
nor administrator has yet undertaken to 
emulate Mr. Justice Holmes by enunciating 
“the proper rule” in solving tax problems 
- arising from devaluation. 


Effect on International Trade 


Strenuous efforts are being made nowa- 
days to expand international trade. The 
European Recovery Program under the di- 
rection of the Economic Cooperation Ad- 
ministration, the loans being made by the 


We can summarize this section as fol- 
lows: Many returns, especially those for 
small estates, are disposed of in well under 
a year from date of filing. Probably half 
are closed within thirteen months of filing 
and nearly nine tenths by the end of two 
years. The others may take several years.” 


3% Not included in the group of cases we have 
been studying were twenty-two estates closed in 
1941 for persons who died before February 26, 
1926. There were seventy-four more in which 
death occurred between February 26, 1926, and 
June 6, 1932; in fifteen of these cases there was 
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Personal income of the American public amounted to $210 billion in 
1949. This was only slightly below the 1948 record of $212 billion. 
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International Bank for Reconstruction and 
Development to finance productive facilities 
and resources, and the well-beaten path to 
the Export-Import Bank of Washington, all 
testify to governmental moves to stimulate 
participation in foreign trade. Serious con- 
sideration is also being given to the revision 
of rules and regulations of the Customs 
Service in the interest of efficiency and the 
elimination of uncertainties. 

With all the financial inducements and as- 
sistance being offered to foreign traders and 
investors, and notwithstanding the intensive 
studies and comprehensive projects calcu- 
lated to remove extraordinary risks and 
uncertainties, the dread of fluctuation in the 
value and mobility of foreign money con- 
tinues to hamper international trade. Con- 
tributing to this dread is the utter lack of 
predictability of the income tax consequences 
of devaluation or revaluation of foreign 
money. 

So long as there is no firmly established 
rule of law applicable to the treatment of 
foreign money for purposes of domestic 
taxation, uncertainties in foreign commercial 
transactions will continue to be engendered 
where certainty is a prerequisite. The ex- 
ercise of its constitutional power by the 
Congress, or, in the absence of a remedial 
statute, a concrete and comprehensive Treasury 
ruling discussing the underlying principles 
to be applied could resolve the doubts. 


[The End] 


Returns for small estates tend to be closed 
in shorter time than returns for large es- 
tates. The special tabulation contains little 
information on the problem of the amount 
of time from death to settling the federal 
estate tax liability. [The End] 


no taxable estate and in thirty-six cases the net 
estate was less than $10,000. Of the 244 returns 
not studied here, 100 were filed in 1941 and 105 
in 1940, even though death was before August 
31, 1935. Only one return closed in 1941 was 
filed before 1935. 
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XXVIII 
Burnet v. Logan 
Death Is Certain— 
Taxes? Perhaps! 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





6¢)] N THIS WORLD,” said Benjamin 

Franklin,’ “nothing can be said to be 
certain, except death and taxes.”” In view 
of this uncertainty of all other things, how 
may taxes on them be computed with cer- 
tainty? The second President Roosevelt 
characterized matters of the future as “iffy,” * 
but one vainly seeks that word in the In- 
ternal Revenue Code, for the laws of proba- 
bility never have been codified. 


Edith Andrews Logan owned a minority 
interest in a corporation, which held twelve 
per cent of the stock of Mahoning Ore & 
Steel Company. Ultimately, she and the other 
stockholders sold their shares to Youngs- 
town Sheet & Tube Company, which paid 
the stockholders a cash consideration and 
agreed to pay annually for distribution among 
them sixty cents per ton for each ton of ore 
produced by Mahoning. No minimum pro- 
duction was specified. Subsequently Mrs. 
Logan’s mother, who also had been a stock- 
holder, bequeathed her a half interest in any 
payments to be received from Youngstown. 
Mrs. Logan did not report as taxable in- 
come any of the payments she had received 
from Youngstown, on the grounds that until 
the total amount actually received by her 
from the sale of her shares exceeded their 
basis, there was no taxable income. As to 
her bequest—why, until she received a sum 
equal to its appraised value for estate tax 
purposes, there could be no income from it. 
“But,” said the Commissioner, “Youngs- 
town’s obligation to pay sixty cents per ton 
had a fair market value* when the stock 
was sold, which value could and should be 
treated as so much cash.” The Commis- 


sioner was not discouraged when the Circuit 
Court disagreed with him: “and where are 
the nine?” ® 


On May 18, 1931, the Supreme Court’s 
unanimous opinion was read by Mr. Justice 
McReynolds:* 


“The 1916 transaction was a sale of stock 
—not an exchange of property. We are not 
dealing with royalties or deductions from 
gross income because of depletion of mining 
property. Nor does the situation demand 
that an effort be made to place according 
to the best available data some approximate 
value upon the contract for future payments. 
This probably was necessary in order to 
assess the mother’s estate. As annual pay- 
ments on account of extracted ore come in 
they can be readily apportioned first as re- 
turn of capital and later as profit. The lia- 
bility for income tax ultimately can be fairly 
determined without resort to mere estimates, 
assumptions and speculation. When the 
profit, if any, is actually realized, the tax- 
payer will be required to respond. The 
consideration for the sale was $2,200,000.00 
in cash and the promise of future money 
payments wholly contingent upon facts and 
circumstances not possible to foretell with 
anything like fair. certainty. The promise 
was in no proper sense equivalent to cash. 
It had no ascertainable fair market value. 
The transaction was not a closed one. Re- 
spondent might never recoup her capital 
investment from payments only conditionally 
promised. Prior to 1921 all receipts from 
the sale of her shares amounted to less than 
their value on March 1, 1913. She properly 
demanded the return of her capital invest- 





1The Works of Benjamin Franklin (Boston, 
Whittemore, Niles & Hall, 1856), Vol. X, p. 410. 

2In an unpublished address to the Tax Insti- 
tute on December 15, 1948, J. S. Seidman de- 
clared that death and taxes no longer may be 
paired, for death does not get more complicated 
every time that Congress meets. 

3 Imaginative folk like the word. Thus Shake- 
speare said there ‘‘was much virtue in ‘If’,’’ 
(As You Like It, Act V, Scene 4, Line 108.) 
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And Kipling used eleven protases to build up 
to a single apodosis. ‘‘If—.’’ Rewards and 
Fairies (Garden City, Doubleday, Page & Com- 
pany, 1910), p. 181. 

4 “His calculations, based upon estimates and 
assumptions, are too intricate for brief state- 
ment.’’ (From the Supreme Court’s subsequent 
opinion.) ° 

5 Like Luke 17:17. 

62 ustc { 736, 283 U. S. 404 (1931). 
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ment before assessment of any taxable profit 
based on conjecture. 


“In order to determine whether there has 
been gain or loss, and the amount of the 
gain, if any, we must withdraw from the 
gross proceeds an amount sufficient to re- 
store the capital value that existed at the 
commencement of the period under con- 
sideration. Ordinarily, at least, a tax- 
payer may not deduct from gross receipts 
a supposed loss which in fact is represented 
by his outstanding note. And, con- 
versely, a promise to pay indeterminate 
sums of money is not necessarily taxable 
income. Generally speaking, the income tax 
law is concerned only with realized losses, 
as with realized gains. .. . 


“From her mother’s estate Mrs. Logan 
obtained the right to share in possible pro- 
ceeds of a contract thereafter to pay inde- 
finite sums. The value of this was assumed 
to be $277,164.50 and its transfer was so 
taxed. Some valuation—speculative or other- 
wise—was necessary in order to close the 
estate. It may never yield as much, it may 
yield more. If a sum equal to the value 
thus ascertained had been invested in an 
annuity contract, payments thereunder would 
have been free from income tax until the 
owner had recouped his capital investment. 
We think a like rule should be applied here.” 


"7 HE LEADING CASE on the point 

is Burnet v. Logan, which clearly estab- 
lished that receipt of a consideration of 
unascertainable value, such as a contingent 
contractual right, does not result in a closed 
transaction, but rather in a transaction which 
remains open as long as payments are made 
under the contract. The time for reporting 
the gain on such a sale is deferred until after 
the taxpayer has recouped his cost basis.” * 
“Burnet v. Logan .. . contains language 
which might forecast a likelihood of a re- 
quirement of a ‘fair market value’ or an 
‘equivalency to cash’ in the property re- 
ceived, as a condition to realization.” *® 
“The rule of Burnet v. Logan is a judicially 
conceived permission to defer uncertain 
capital gains in addition to the grace con- 
ferred by Congress in permitting the install- 
ment basis. . . .”° 


Where the consideration for a sale is de- 
pendent upon contingencies, at least in part, 





the Logan doctrine controls. The most com- 
mon situation is where a taxpayer sells oil 
properties for a cash consideration plus a 
balance to be paid from oil production or 
royalties. The deferred payment to be made 
in oil may not be given a ready market value 
on the date of sale, if no minimum produc- 
tion figures are stipulated. In such a situa- 
tion, the production “rights were so contingent 
in character that they could not be said to 
represent either property then actually re- 
ceived, or as amounts then accrued. . 
One very essential element in the accrual of 
the royalties and in an accrual on account of 
the delivery of oil was the production of oil, 
and the occurrence of this event or these 
recurring events was even more uncertain 
than the production of iron ore in the Logan 
case, since, as contrasted with the fixed 
nature of iron ore, oil is fugitive, elusive, 
and migratory in character.” ” 

Where a corporation is to be paid for 
drilling wells out of their own production, 
“Tt is of course true that under the 
accrual method of accounting employed by 
petitioner, items must be accrued as income 
when the events occur to fix the amounts 
due and determine liability to pay. United 
States v. Anderson, 269 U. S. 422." Gen- 
erally speaking, however, the income tax 
law is concerned, and its administration 
should deal, only with realized losses and 
realized gains. The taxpayer, there- 
fore, is under no obligation to pay a tax on 
income he might never receive.” ” 

Where assets are transferred to a corpora- 
tion for stock and a profit participation for 
five years, “The promise is in no proper 
sense equivalent to cash. It has no ascer- 
tainable fair market value (Burnet v. Logan 

.). . . . The right to receive such con- 
tingent future payments was not the equiva- 
lent of cash because the promise to make 
future payments had no ascertainable value. 
The transaction was, therefore, not closed 
and gain or loss could not be ascertained.” * 


Future profit participation is a contingency. 
Broker A entered into a contract with 
Broker B, under which the former urged its 
customers to place business with B, in re- 
turn for a twenty-five per cent split of com- 
missions from such business for six years. 
“The receipt of such commissions was wholly 
contingent upon [B]’s remaining in 





7 Samuel Brodsky and John A. King, ‘‘Tax 
Savings Through Distributions in Liquidation of 
Corporate Contracts,’’ TAxEs—The Tax Maga- 
zine, September, 1949, p. 807. 

8 Roswell Magill, Taxable Income (New York, 
The Ronald Press Company, 1945), p. 126. 

® Note, Harvard Law Review, May, 1942, p. 
1216. 
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10 Simms, CCH Dec. 8187, 28 BTA 988 (1933). 

11 See ‘Tax Classics,’’ 1948—X (October, 1948). 

122 Commissioner v. Edwards Drilling Company, 
38-1 ustc § 9211, 95 F. (2d) 719 (CCA-5, 1938). 

13U, 8. v. Yerger, 44-1 ustc § 9282, 55 F. Supp. 
521 (D. C. Pa., 1944). 
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business and obtaining business from the 
former ... [A] customers, neither of which it 
was under any obligation to do. It is settled 
that such a promise to make payments in 
the future ‘wholly contingent upon facts and 
circumstances not possible to foretell with 
anything like fair certainty’ has no ascer- 


tainable fair market value. Burnet v. Logan 
99 14 


A corporation bought a partnership’s 
assets and agreed to pay, as part considera- 
tion, the partners’ taxes arising from the 
sale’s profits. “[The partners] were 
extensively engaged in many enterprises, 
certain transactions giving rise to gains and 
others to losses. . . . In view of the highly 
speculative and contingent nature of the 
right acquired from the vendee, we do not 
think it can be said to have had a fair mar- 
ket value at the time of its receipt. Burnet 
v. Logan. . . . The taxes paid in 1920 would 
under the circumstances above related be an 
income item to petitioner in 1920. Cf. .. 


Old Colony Trust Co v. Commissioner™ 
99 16 


The doctrine may not apply where the 
seller receives something of immediate value 
plus a contingent interest. “The second and 
third items of the consideration were not 
certain, it is true. But as petitioner received 
more than her capital investment . she 
was not confronted with the hazard which 
existed in the Logan case.” And where an 
agreement to pay the price from production 
is secured by notes, the Logan case does not 
govern; for “There a part of the considera- 
tion was a promise to pay which was con- 
tingent on the amount of ore removed from 
a mine and there was no requirement for the 
mining of either a minimum or maximum 
tonnage. Here we have promises to pay 
definite specified amounts in no way con- 
tingent upon operation.” * 


NCE BASIS IS RECOVERED, the 

contingent nature of the consideration 
will not affect its taxability as received. Thus, 
where a stockholder, upon the liquidation of her 
corporation, took over the right to receive a 
percentage under a royalty contract, the court 
said: “Although there was no ascertainable 
fair market value at the time of liquidation, we 
find nothing in the statute requiring the 


1% Cassatt v. Commissioner, 43-2 ustc { 9579, 
137 F. (2d) 745 (CCA-3, 1943). 

1 See ‘‘Tax Classics,’’ 1949-X (October, 1949). 

16 Shaffer et al., CCH Dec. 8451, 29 BTA 1315 
(1934). 

1” Brown, CCH Dec. 7696, 26 BTA 781 (1932). 

18 Quinn, CCH Dec. 7732, 26 BTA 970 (1932). 

1” Westover v. Smith, 49-1 ustc { 9189, 173 F. 
(2d) 90 (CA-9, 1949). 
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market value to be measured immediately. 
We think the proper procedure is to 
measure the value of the contract as pay- 
ments are received.” ” Similarly, the sole 
stockholder of a corporation in liquidation 
received property worth more than the basis 
of her stock, as well as oil contracts with no 
ascertainable fair market value when dis- 
tributed. “The principle of the Logan case 
is applicable to a corporate liquidation where 
estock is exchanged in part for contracts 
having no ascertainable market value, and 
future collections upon such contracts 
are taxable as capital gain in the year when 
received if the distributee has previously 
recovered the cost basis for the stock.” ” 


There is no present gain if apportionment 
is not yet possible. Thus a coal corpora- 
tion sustained damages to an unknown 
extent, and the trespasser made a settlement 
which the Commissioner sought to tax as 
income. The corporation claimed that the 
amount should only reduce its basis, and the 
court agreed. “A taxpayer is not allowed to 
deduct a loss from gross income until the 
amount is definitely fixed and ascertained; 
and, for the same reason, he should not be 
charged with gain on pure conjecture un- 
supported by any foundation of ascertain- 
able fact. See Burnet v. Logan. Ss 
And where a taxpayer conveyed part of his 
property to a municipality for cash and a 
release of all claims, the court said: “Ap- 
portionment with reasonable accuracy of the 
amount received not being possible, and this 
amount being less than petitioner’s cost 
basis for the property, it can not be deter- 
mined that petitioner has, in fact, realized 
gain in any amount. Applying the rule as 
above set out, no portion of the payment in 
question should be considered as income, 
but the full amount must be treated as a 
return of capital and applied in reduction of 
petitioner’s cost basis. Burnet v. Logan 

99 22 

But where a corporation acquired shares 
en bloc and subsequently sold them piece- 
meal, the Commissioner could compute gain 
or loss on each transaction separately. “The 
doctrine of Burnet v. Logan . . ., which 
petitioner invokes, has no application here, 
even under the circumstances that the future 
payments on or realized from the 


20 Commissioner v. Carter, 48-2 ustc f 9415, 170 
F. (2d) 911 (CA-2, 1948). 

21 Strother v. Commissioner, 1932 CCH { 9054, 
55 F. (2d) 626 (CCA-4, 1932); aff’d 3 ustc { 999, 
287 U. S. 314 (1933). 

22 Inaja Land Company, Ltd., CCH Dec. 16,085, 
9 TC 727 (1947). 



















































































































































shares held at the end of the year, for de- 
livery under completed sales contracts, were 
not predictable with anything approaching 
accuracy. . Here there is no attempt to 
tax any gains arising out of transactions 
involving uncertain payments of indetermi- 
nate sums of money. The gains in controversy 
were produced by completed transactions, 
in which the considerations were paid in 
cash or its equivalent at the times they 
occurred.” * 

Where a father transferred securities to 
his son in return for the latter’s promise of 
an annual sum for life, there is a contin- 
gency. “The fair cost of an annuity based 
upon experience tables giving the expectancies 
can be determined by actuaries. A similar 
method would have to be used in order to 
estimate the present value of an annuity to 
the annuitant. But here a new element 
enters the computation, the uncertainty as to 
whether or not the one agreeing to make 
payments will be able to make them as 
agreed when the time for payment actually 
arrives. This difficulty might not be so great 
in the case of a sound insurance company 
regularly engaged in granting annuities, or, 
perhaps, in the case of a bank. Laws 
have been enacted to safeguard investors of 
such institutions. But that kind of annuity 
is not involved in this case. Harold C. 
Lloyd was an individual. He was wealthy 
in 1930 but he was not engaged in the busi- 
ness of granting annuities, and his invest- 
ments were not subject to restrictions and 
supervision as are those of insurance com- 
panies and banks.” So the annuity had no 
fair market value at the time of its receipt.” 
“The unascertainable value of the promise 
to pay made by the promissor creates uncer- 
tainty as to its fulfillment, 7. e., the con- 
tingency as to whether the promissor will 
have the ability to meet the payments, the 
lack of which may result in the annuitant’s 
failure to receive even the cost to him of the 
consideration he gave in return for the 
promise.”* But the taxpayer vainly quoted 
the Logan case where amounts received 
under an annuity agreement exceeded the 
basis of the property transferred.” 


Where a Mixed Claims Commissioner 
made awards from monies in postwar 


23 Bancitaly Corporation et al., CCH Dec. 9398, 
34 BTA 494 (1936). 


* Lloyd, CCH Dec. 9201, 33 BTA 903 (1936). 

23 Estate of C. V. Hill v. Maloney, 45-1 ustc 
{ 9102, 58 F. Supp. 164 (DC 1944). 

2% Ware v. Commissioner, 47-1 ustc J 9142, 159 
F.. (2d) 542 (CCA-5, 1947). 

21 Speyer, CCH Dec. 8530, 30 BTA 517 (1934). 
See also Helvering v. Drier, 35-2 ustc { 9591, 79 
F. (2d) 501 (CCA-4, 1935). 
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Germany, “It is apparent that there is not 
only a lack of certainty of future payments, 
but it is highly probable that the petitioner 
will never receive a substantial part of what 
is still due him. Under the circumstances, 
following the rule approved in Burnet v. 
Logan . . ., we hold that the petitioner is en- 
titled to recover his cost or other basis for 
each award before being called upon to pay 
a tax on sums received under the awards.” ” 

Where income was impounded by a re- 
ceiver until ownership of the producing 
property was determined, “the company was 
not required in 1916 to report as income an 
amount which it might never receive. See 
Burnet v. Logan. Nor is it material, 
for the purposes of this case, whether the 
company’s return was filed on the cash re- 
ceipts basis, or on the accrual basis. In 
neither event was it taxable in 1916 on 
account of income which it had not yet re- 
ceived and which it might never receive.” * 
Where an estranged wife brought action 
against her husband and the assignee of his 
property, the assignee refused to pay royal- 
ties to the husband; and it was held that 
these royalties were not income to the hus- 
band until the matter was settled, as “at all 
times prior thereto the possibility existed 
that he might never receive it.” But where 
ten years of litigation were required to ascer- 
tain whether the grantor of income-producing 
property in a trust could validly assign it, 
income meanwhile was taxable to the grantor. 
The Logan case did not govern. “By the 
terms of the trust, the income was taxpayer’s 
absolutely; the only doubt as to his right 
was raised by his own act.” ® 

A stockholder bought up claims against 
his corporation, which he assigned to the 
company at less than his cost; the corpora- 
tion agreed to repay him when available 
funds should permit. The first installment 
he received was not taxable income, for the 
stockholder “cannot be assured with any 
definiteness that the full consideration 
will ever be paid him, nor is there any cer- 
tainty that the balance . . . will be assured 
EN se, 


23 North American Oil Consolidated v. Burnet, 
3 ustc J 943, 286 U. S. 417 (1932). 


2 Farrell v. Commissioner, 43-1 ustc { 9328, 134 
F. (2d) 193 (CCA-5, 1943). 

* St. Louis Union Trust Company v. U. 8., 
43-2 ustc { 9583, 50 F. Supp. 317 (DC Mo., 1943); 
aff’d 44-2 ustc { 9406, 143 F. (2d) 842 (CCA-8, 
1944). 

31 Bullens v. U. 8., 41-2 ustc f 9624, (DC Pa., 
1941). 
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HE CONTINGENCY of a maintenance 
guarantee will prevent the accrual of 
income, as where some municipalities with- 
held part of the consideration for a paving 
job. The accrual-basis corporation was not 
taxed on that part of the consideration. 
“Until the expiration of the period of guaranty 
the obligations of the several municipalities 
remained only a contingent promise to pay.” ® 
If doubt exists as to whether income will 
be received, under the Logan doctrine, this 
“income” has no present tax effect. But 


there may be doubt as to whether doubt 
exists. Only in the deliciously impossible 
world of Gilbert and Sullivan may one find 
anything 


“c 


. so free from every doubt— 


All probable possible shadow of doubt— 
All possible doubt whatever.” * 


Since there ts doubt, taxpayer and Com- 
missioner perforce have made the matter a 
highly competitive game; for, according to 
Hoyle, “When in doubt, win the trick.” ™ 


3% Commissioner v. Cleveland Trinidad Paving 


Company (Ohio), 3 ustc 7 1006, 62 F. (2d) 85 
(CCA-6, 1932). 


33 The Gondoliers, Act I. 
% Hoyle’s Games (New York, George Long, 
1829), p. 15. 
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Means Committee as chairman of the Fiscal 
and Monetary Policy Subcommittee of the 
Research and Policy Committee of the Com- 
mittee for Economic Development. 


Although the expenditure reductions that 
seem feasible for fiscal year 1951 do not per- 
mit all of these improvements in the tax 
system to be made now, the CED recom- 
mended the following: 


1. Extend the loss carry-forward period 
to five years and shorten the carry-back to 
one year. 


2. Eliminate the present fifty-three per 
cent “notch rate” on corporate incomes be- 
tween $25,000 and $50,000. 


3. Interest on future issues of state and 
local bonds should be subject to federal in- 
come tax to stop the diversion of funds from 
private productive enterprise. 


4. Section 102 of the Internal Revenue 
Code, which applies a penalty tax to corpo- 
rations that accumulate profits for the pur- 
pose of avoiding payment of individual 
income tax by stockholders, should be re- 
vised. The intent of this section could be 
served with less uncertainty if it were 
amended to create a presumption in the case 
of operating companies that profit accumu- 
lations are reasonable unless the Treasury 
proves the contrary. 


5. Wartime excise tax rates should be 
repealed or reduced to the extent of about 
$1 billion of net revenue loss. Considerably 
more reduction than the President suggests 
is possible and desirable. There is no logical 
basis for tying either the amount or the time 
of excise reduction to the closing of loop- 
holes. If and when abuses are found in the 
tax law they should be corrected. 


6. Reduce the double-taxation of corporate 
income. The evils of the tax are compounded 


Tax Classics 





in the treatment of corporate dividends, 
which are counted twice and taxed twice, 
once at the corporate level and once at the 
individual level. The most important move 
would be to reduce the tax on dividends. 
The step proposed would reduce the reve- 
nue by about $1 billion in a full year, but by 
only half that amount in fiscal 1951. 


This whole program, said Mr. Thomson, 
would reduce the revenues by about $2.25 
billion in a full year of operation. Because 
of the lag in tax collections it would reduce 
fiscal 1951 revenue by about $1.75 billion. 


Georgia Vets Granted Deduction 


Taxpayers in Georgia, who are veterans 
of World War II, who did not file state 
income tax returns for the years in service, 
may deduct federal income tax from gross 
income for purposes of paying the state in- 
come tax. The federal taxes must be paid 
within the time prescribed by federal law. 
Veterans who did pay state income tax for 
war years without benefit of the special de- 
duction are entitled to claim a_ refund. 
(Georgia H. B. 286, Laws 1949-1950.) 


New York Marital Deduction 


A marital deduction law nears passage in 
New York. Its provisions are identical, ex- 
cept in minor details, with the federal estate 
tax marital deduction. The New York law 
(Assembly Bill 1252) will permit the deduc- 
tion of property passing to a decedent’s 
surviving spouse to the extent that it does 
not exceed fifty per cent of the “adjusted 
gross estate.” If passed, the new law will 
apply to estates of decedents dying after 
October 1, 1950. 
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Books ... 


O Tempora, O Mores— 
Has Law Lost Its Orators? 


Language and the Law. Frederick A. Phil- 
brick. The Macmillan Company, 60 Fifth 
Avenue, New York 11, New York. 1949. 
254 pages. $3.75. 


A few years ago, the author wrote the 
book Understanding English which became 
quite popular with lawyers. Its popularity 
prompted him to make a study for the writing 
of a special book dealing with the use of words 
in the courtroom. The present book is spe- 
cifically designed for the attention of law- 
yers and any others who may be interested 
in the work of the courts. 

The author sets up certain principles in 
the use of language, which will make ad- 
dresses or briefs persuasive and interpretive. 
He begins with the classic oration of Antony 
upon the death of Caesar, which, being 
familiar to us all, shows that the author 
follows the principles which he teaches. He 
proceeds from those of common knowledge 
to the principles he is trying to inculcate in 
the reader. The book is well interpolated 
with examples from Justice Holmes, Charles 
A. Beard and Winston Churchill. 


Four classic cases are used to illustrate 
the author’s points: The Proceedings of Queen 
Caroline; Tilton v. Beecher; The People v. 
Carlyle Harris; Rex v. Greenwood. All cases 
involve questions of moral turpitude and 
were celebrated popular issues in their day. 


The majority of lawyers in this present 
day conduct their practice comfortably from 
their own offices; the book is of value to 
these lawyers who may never go into court. 
Perhaps they need it more than would a 
“Thomas F. Murphy,” for they must express 
arguments through the printed page of a brief 
or the typewritten pages of letters. The choice 
of words, then, must convey moods, be inter- 
pretive and express or avoid expressing bias. 
This cannot be done unless a lawyer has better- 
than-average knowledge of the function and 
meaning of words. 


Aside from this utilitarian value, the book 
is entertainment on a lawyer’s level, for no 
lawyer can read the record of the four cases 
set out in the book without having spent 
a pleasant hour doing so. 


.. Articles 


On Stock Values and Yields 


Stock Values and Yields for 1950 State Tax 
Purposes, Commerce Clearing House, Inc., 
214 North Michigan Avenue, Chicago 1, 
Illinois. 1950. 155 pages. $2. 

This book presents a comprehensive table 
showing values and yields of listed or regu- 
larly quoted stocks for 1950 state and local 
property tax purposes. It is issued as a 
supplement to CCH Strate Tax Reports. 
Following the main section of the book, 
there are listed: (1) Pennsylvania valua- 
tions, a list of investment trusts giving the 
asset and taxable values after elimination 
of tax-free securities from the portfolios; 
and (2) stock values and yields, additions 
and changes to the main list, 


. 


California Tax Book 


Guidebook to California Taxes. Russell S. 
Bock, Commerce Clearing House, Inc., 214 
North Michigan Avenue, Chicago 1, Illinois. 
1950. 239 pages. $3. 

Not only does this book explain California 
taxes, but it emphasizes the relationship of 
California’s taxes to federal taxes. Of par- 
ticular interest and value to all state tax 
men whose interests include California taxa- 
tion, this authoritative, easy-reading tax 
reference is designed to provide: 


(1) A general over-all picture of the im- 
pact and pattern of every important tax 
currently imposed by the State of California. 


(2) Quick reference to the personal in- 
come tax, the bank and corporation fran- 
chise tax, the inheritance tax, and the gift 
tax—with helpful discussion of the similar- 
ity or difference between the California law 
and the comparable federal provision. 


(3) Pointed analysis of each difference 
between California and federal law, except 
where contrast is impractical or beyond the 
scope of the book. 


Because of the state tax man’s general 
familiarity with federal tax law, this new 
publication explains the California law in 
terms of the federal provisions wherever 
possible. Complete and up-to-date as of 
December 31, 1949, the law is reflected as it 
applies to 1949 and subsequent tax years. 
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And, as one would expect, special emphasis 
is accorded to those California taxes of chief 
concern to the state tax man—personal in- 
come, bank and corporation franchise, in- 
heritance and gift taxes. Other important 
state taxes are likewise fully covered, with 
even the minor taxes coming in for ex- 
planation of rates and details. A workman- 
like index section gives instant reference to 
any point. 


Withholding Tax Tables 


New Weekly Withholding Table Combining 
Income Tax and Employees’ F. I. C. A. Tax. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1950. 
8 pages. 50¢. 


This new table, to be used in the same 
way as the first CCH income tax withhold- 
ing table, now combines deductions for in- 
come tax and social security under the 
Federal Insurance Contributions Act. Also 
available, at the same price, are tables for 
payrolls prepared biweekly, semimonthly 
and monthly, and for daily or miscellaneous 
pay periods. With the help of these tables, 
the matter of figuring deductions is cut to 
a few minutes’ time instead of necessitating 
hours of laborious paperwork. 


‘Point Four”’ 


Illusions of Point Four. Henry Hazlitt. 
The Foundation for Economic Education, 
Irvington-on-Hudson, New York. 1950. 
48 pages. 50¢. 


“The real barrier to international loans 
today is not lack of potential private Ameri- 
can investment funds but lack of proper 
assurances for their safety from the gov- 
ernments of the foreign countries that wish 
to borrow. The real initiative, therefore, 
must come from these governments. The 
first reforms must come from within each 
country that wishes to accelerate its capital 
development by loans from abroad. Each 
would-be borrowing country must make 
itself credit-worthy. It must inspire or re- 
gain the confidence of the private foreign 
investor. 


“Tt can do this only by adopting or restoring 
a truly liberal economic policy. It must 
abandon price control, profit control and 
wage control, and restore a vigorous, free, 
competitive market economy. It must dis- 
mantle exchange control, and the whole 
system that goes with it — prohibitions, 
licensing, quotas, bilateralism, multiple ex- 
change rates, and dual-pricing. It must 
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permit its currency to be at all times freely 
convertible in any amount into all other cur- 
rencies, including the dollar, at whatever 
rates are established in a free market. It 
must reduce its government expenditures 
and taxes to levels that do not strangle 
incentive, initiative and production. It must 
balance its budget, annually and continuously. 
It must abandon cheap money policies, 
which can only be kept going by inflation. 
It must stop inflating money and credit. It 
must restore confidence in the value of its 
currency unit. This means, in my opinion, 
that it must work its way back to a gold 
standard, and cooperate with other nations 
in the restoration of a full international gold 
standard.” 


These are some of the conclusions reached 
by Henry Hazlitt from his study of the J/lu- 
sions of Point Four. In this booklet, Mr. 
Hazlitt discusses, mainly, the disadvantages 
of the program, including the overlapping 
of its work with that of already existing 
international agencies and the seeming end- 
lessness of the task to which Point Four 
is dedicated. 


Louisiana Money 


It’s Your Money—A Graphic Report to the 
People. Louisiana Department of Revenue. 
1949. 25 pages. 


The Louisiana Department of Revenue 
has published its ninth annual report cover- 
ing the fiscal year June 30, 1948 to June 30, 
1949. The simply written text is accom- 
panied by a wealth of tables, graphs, charts 
and pictorial explanations. Total collections 
for the year in Louisiana were $204,767,068.50, 
the largest amounts coming from severance, 
sales and petroleum products taxes. Ex- 
planation is made not only of the sources 
of collections, but where the collection is 
headed. For example, severance taxes are 
channeled to education, parish governments, 
free school books and expenses. Public wel- 
fare and prisons receive the largest share 
of the income, about $42 million. More than 
$37 million goes to education and about $30 
million to highways. This year veterans’ 
bonuses cost the state approximately $11 
million. 





A Louisianan need know nothing of gov- 
ernment finance nor the complications of 
tax law in order to find out where his money 
goes. The report should be of interest to 
every citizen in the state, and might well 
be included as supplementary reading mate- 
rial in high-school government classes. 
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Compendium for Retailers 


The Institute of Distribution, 25 West 
43rd Street, New York 18, New York, has 
recently brought up to date its 1949 Retailers 
Manual of Taxes and Regulations. Edited by 
P. C. Olsen, Gladys M. Kiernan and Arthur 
Pite, the manual is a compendium, in tabu- 
lar form, of state and federal tax data and 
regulations affecting retail merchants. It 
covers federal and state sales, occupational 
and excise taxes, state chain store taxes, 
state business and occupational restrictions, 
federal and state trade practice regulations, 
wage and labor restrictions, federal and 
state taxes on property, income and profits, 
and municipal tax information. Since the 
manual was published early in 1949, most 
state legislatures have met and added numerous 
amendments to existing tax regulations. 
The manual is loose-leaf in form. Revisions 
were made and the affected pages reprinted. 
Substitution of the new pages for the old 
keeps the original manual in an up-to-date, 
consolidated form. 


Cost of the complete 203-page manual is 
$7.50. The 183-page revision is priced at $5. 


ARTICLES 
“Proposals to Exempt Life Insurance 
Used to Pay Estate Tax.” C. Lowell 


Harriss. Tax Law Review, New York Uni- 
versity School of Law, Washington Square 
East, New York 3, New York. January, 
1950. 


Proposals have been frequent that ear- 
marked insurance be tax-exempt. Both 
from a social and an economic viewpoint, 
Professor C. Lowell Harriss of Columbia 
University finds little justification for such 
action and believes the arguments are far 
from convincing. The proposal, he declares, 
would single out one type of asset for pref- 
erential treatment. No comparable conces- 
sion is given by the government to any 
other asset, not even to its own obligations. 

The objectives of such a proposal are two- 
fold. The first is to assist the taxpayer by 
facilitating payment of estate taxes in mak- 





Lawyers, physicians and dentists, in the order named, are the three 
largest professional groups in the United States, according to the 
United States Department of Commerce. 


ing the forced sale of illiquid assets at a 
sacrifice unnecessary or at least smaller. 
But, Professor Harriss asks, is there any 
logical or practical reason why insurance 
should be selected for special privilege be- 
cause it will provide cash when bank deposits 
and government bonds also serve this pur- 
pose? If something is to be done about the 
liquidity problem, he believes that there is 
a better method than the exemption of life 
proceeds. 


The second objective is to aid the govern- 
ment by assuring the collection of the tax 
immediately after death and by using, in 
computing the size of the net estate, values 
undepressed by forced liquidation. This 
argument, Professor Harriss states, over- 
looks the fact that the minute interest sav- 
ing achieved would be purchased at the 
price of a much greater loss in tax revenue. 


Another argument often advanced in de- 
fense of the proposal is that tax laws, by 
exempting proceeds of fire and casualty 
insurance contracts, recognize the propriety 
of granting depreciation allowance for main- 
taining property values. Similarly, it is 
argued, recognition should be given the im- 
portance of preserving human-life values. 
Professor Harriss finds this analogy with 
the tax treatment of other insurance proceeds 
spurious because the exemption awarded 
them is from the income, not the estate, tax. 
Moreover, the practical application of the 
indemnity principle is difficult. Most life 
insurance sold to persons subject to the 
estate tax consists of two elements—insur- 
ance and savings. -An expert is needed to 
do the job of separation. 


Professor Harriss’ method would be to 
confine the exemption to the proceeds of 
pure insurance and allow no exemption for 
the savings element of insurance proceeds. 
The revenue loss, though large, would be 
much less than under the other plan. 

The reader will find that Professor Har- 
riss has made a careful and analytical study 
of the problem and has stated his opinions 
and conclusions in an impartial manner. 
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Chief Occupation of Taxpayer? 


Taxpayer, who gave his occupation as 
“civil servant,” included in his income the 
sum realized from sale of a book and claimed 
as a deduction its cost of publication. The Min- 
ister of National Revenue determined tax- 
payer’s chief occupation to be that of “civil 
servant” and assessed him on his salary 
income only. Taxpayer appealed, claiming 
that his employment as “civil servant” and 
publication of his book both arose from his 
practice of the profession of economist. The 
Income Tax Appeal Board dismissed the ap- 
peal, holding that the publication of the book 
was a business venture in no way con- 
nected to the duty of “civil servant.” The 
Minister’s power, under Section 10 of the 
Income War Tax Act, to determine the chief 
occupation was final and _ conclusive.— 
Williamson v. Minister of National Revenue. 
CCH CANaApDIAN TAx REports § 86-006. 


Farmer’s Expense in Clearing Brush 
Not Deductible 


Expenses incurred by a farmer in removing 
brush from land represented capital ex- 
penditures. The expenditures were made 
once and for all to procure a lasting benefit. 
They were wholly antecedent to the income- 
earning operations, since the expense was 
incurred in order to put the land into a con- 
dition for cultivation and seeding before 
the income-producing crop could be ob- 
tained. The brush could not be considered 
to constitute “weeds,” the eradication of 
which could properly be considered an ex- 
pense against the earning of income from a 
grain crop.—McDonald v. Minister of Na- 
tional Revenue. CCH Canapnian Tax ReE- 
PORTS { 86-003. 


Fee for Admission to Bar 
Not Deductible 


The fees paid by a lawyer for admission to 
the bar of another province are not deduct- 
ible as “expense laid out for earning income.” 
They represent a capital expenditure, being 
an expense made once and for all to acquire 
a permanent right to practice the profession 


Canadian Tax Letter 








capable of producing the income. They are 
also distinguishable from annual bar fees 
that enable one to exercise a privilege once 
it has been acquired.—Daley v. Minister of 
National Revenue. CCH Canapian Tax RE- 
PORTS {| 86-002. 


Depreciation Allowed 
on Salaried Worker's Tools 


A salaried radio technician claimed as de- 
ductions from income under the Income 
War Tax Act depreciation on tools used in 
his trade, the amount of a license renewal 
fee and certain expenses incurred in seeking 
employment (the cost of Arctic clothing, 
subscriptions to technical magazines and 
cost of tool storage). The Income Tax 
Appeal Board held that the Minister of 
National Revenue exercised his discretion 
incorrectly in denying the technician an 
amount for depreciation on his tools because 
he worked for a fixed salary. The technician 
was entitled to depreciation on his tools at the 
rate generally allowed on a capital asset of 
that nature (this might not be allowed under 
present law for year 1949). The other ex- 
penses, except the license fee, were personal 
and living expenses and not deductible. How- 
ever, the license fee was required by the laws 
of the province in which taxpayer resided, 
and the fee charged for it was a deductible 
expense. — Brown v. Minister of National 
Revenue. CCH CANaApdIAN TAx REPORTS 
{ 86-007. 


Cost of Store Alterations 
Not Deductible 


The cost of alterations necessary to con- 
vert premises previously used as an insur- 
ance office into a haberdashery store were 
held to be a capital expenditure and not an 
expense laid out wholly, exclusively and 
necessarily for earning income. It was an 
expenditure made once and for all, to create 
a lasting advantage. The alterations were 
extensive and not ordinary maintenance or 
minor repairs made during the course of a 
current year’s business operations. More- 
over, the expense was incurred not in the 
process of earning the income, but before 
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the operation of the business commenced.— 
Graham & Vick Limited v. Minister of Na- 
tional Revenue. CCH CanapiAn Tax RE- 
PorTs {[ 86-001. 


Succession Duty Exemption— 
Status of Board of Governors 
of University of Toronto 


The Board of Governors of the University 
of Toronto objected to being assessed as a 
charitable organization under The Dominion 
Succession Duty Act on one half of the 
aggregate net value of property devised to 
it. The Board claimed that it was entitled 
to total exemption as an agent of the Prov- 
ince of Ontario. Section 7 (1) (e) of the act 
provides for total exemption of property 
devised, if the successor is the Dominion of 
Canada or any province or political sub- 
division thereof. 


The Exchequer Court held that the Board 
of Governors did not fall within the descrip- 
tion of a “political subdivision,” which refers 
to a geographical part of a larger entity set 
aside for the purposes of local government 
by the inhabitants thereof. Nor was the 
Board an agent of the province. The test 
is the degree of control exercised or retained 
by the Crown. The Board administers its 
own property, all assets being vested in it 
for its own use; it administers its own 
endowments; and it makes expenditures 
entirely on its own behalf, except for a 
limited control reserved to the lieutenant- 
governor. Its members are not civil serv- 
ants. The court concluded that the Board 
had complete control of the affairs of the 
university within the limits of the purposes 
for which the university was established and 
that the Board could not be held to be the 
agent or servant of the Crown.—University 
of Toronto v. Minister of National Revenue. 


CCH Dominion Tax Cases { 87-077. 


Advance Salary Taxable 
in Year Received 


Advances of money by a company through- 
out its fiscal year to officers whose salaries 
were payable at the end of its fiscal year, 
were held to be payments of advance salaries 
made because of a favorable financial posi- 
tion, and as such were taxable income of the 
year in which they were received. A tax- 
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payer appealed from an addition, by the 
Minister, to his taxable income of a sum 
of $5,000 claimed to have been received by 
him ag salary in 1946. The taxpayer was a 
chief shareholder and officer of a company 
formed in 1946 to sell fishing equipment. 
He claimed that he and other officers had 
made an arrangement whereby the amount 
of their salaries should be governed by the 
amount of the company’s profits in any 
year. A 1946 company resolution fixed his 
salary at $6,000 payable at the end of 
fiscal 1947. But he received an advance 
during 1946 of $9,522.22. The company’s 
year proved so good that later his salary 
was increased to $10,000, and he received 
a bonus of $3,000. He claimed the advance 
was not an advance in salary, but a loan, 
because the financial position of the company 
was then unknown, and he might have had 
to pay it back at the end of the fiscal year.— 
Park v. Minister of National Revenue. CCH 
CANADIAN TAX REPorTs § 86-008. 


Not Capital Gains 


A salaried egg-shipper’s profits and com- 
missions, realized on independent transac- 
tions in wholesale buying and selling of 
eggs, are not capital gains, but income 
from the carrying on of a trade or business, 
and hence taxable—Brown v. Minister of 
National Revenue. CCH Dominion Tax 
CasEs { 1-036. 





Double Taxation? Not in Canada 


A Canadian determined his income 
to be $23,156 and reported a dividend 
income of $168,400. The law makes 
dividends nontaxable, so that taxpayer 
deducted the dividends from his in- 
come and arrived at a $145,246 loss 
(a “technical loss,” he called it). The 
court held that while dividends were 
not taxable, neither were they deduc- 
tible. In the United States, everybody 
worries about the “double taxation” of 
dividends, while our northern neighbors 
are concerned about the “double deduc- 


tion” of dividends. Donald P. Scott, of 
Chicago, found the item in the Montreal | 
French-language newspaper La Presse. 
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APPELLATE AND LOWER COURTS 


Estate tax: Insurance proceeds: Premi- 
ums paid with community funds: Incidents 
of ownership in decedent.—Premiums for 
insurance on the life of the decedent were 
paid with community funds. At the time of 
his death, he had incidents of ownership in 
the policies, which were exercisable either 
alone or in conjunction with his wife. While 
the court rejects the taxpayer’s contention 
that there was an oral agreement between 
the decedent and his wife to change the com- 
munity insurance to separate property, it 
holds that, apart from such contention, the 
insurance still is includible in the gross estate 
because of the reservation of incidents of 
ownership, under the 1942 amendments to 
Code Section 811.—CA-9. Louise K. Godfrey 
v. James G. Smyth, United States Collector of 
Internal Revenue at San Francisco, California, 
CCH FeprerAt EstaTE AND Girt TAX REpoRTS 
q 10,751. 


District of Columbia: Limited interests: 
Vested v. contingent remainders.—Where 
there were persons in being, who would 
immediately take the remainders, upon ter- 
mination of preceding life estates, the re- 
mainders are “vested” and not “contingent.” 
This was the decision of the Court. of Ap- 
peals for the District of Columbia, based 
upon construction of the applicable District 
statute. Hence, payment of the inheritance 
tax on such remainders could not be deferred. 
This was so even though the remainders 
were subject to divestment, if any of the 
remaindermen should fail to survive the life 
tenants.—CA of DC. Florence S. Keep et al. 
v. District of Columbia. American Security 
and Trust Company v. District of Columbia, 
CCH INHERITANCE EsTATE AND Girt TAX 
Reports § 17,119. 


STATE COURTS 


Property: Situs of race horses.—The situs 
for the taxation of race horses is the home 


Interpretations 


ranch where the horses are raised and trained. 
—Calif. Norman W. Church v. City of Los 
Angeles et al. CCH CA.LiIForntIA Tax CASES 
Reports {| 200-081. 


California: Use tax: Deficiency determina- 
tions.—The filing of a combined form for 
sales and use tax return, containing entries 
as to sales tax only and blank as to use tax, 
constitute a use tax return sufficient to start 
the statute of limitations running against a 
deficiency determination of use tax liability. 
The state argued that, since the use tax 
section had been left blank, no use tax re- 
turn had been filed. However, the court 
said that the Board, prior to 1943, had ac- 
cepted the taxpayer’s method of indicating 
no use taxes. In that year the attorney 
general ruled that “none” or “zero” was 
required to note no use taxes. Because pro- 
vision is made on the new form for consec- 
utive numbering of sales and use taxes and 
for a single total figure for the liability of 
both taxes, zero was implied in all spaces 
left blank.—Calif. People v. Universal Film 
Exchanges, Inc., CCH State Tax Cases RE- 
PorTS {[ 250-076. 


California: Property tax: Solvent credits. 
—Money deposited in a bank by the United 
States to finance a cost-plus-fixed-fee gov- 
ernment contract was held to be assessable 
to the contractor as a solvent credit although 
use of the account was limited to the con- 
tract, withdrawals were subject to govern- 
mental approval, and the account was to be 
returned to the government upon cancella- 
tion of the contract.—Calif. Timm Aircraft 
Corporation v. Byram et al., CCH STaTE TAx 
CASES REports § 250-077. 


Refund of California tax not permitted 
because of decrease in stock value.—A re- 
duction in the value of stock, by reason of 
the levy of an income tax deficiency against 
the issuing corporation, may not be grounds 
for a refund of California inheritance tax. 
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The statutory term “contingent incumbrance,” 
as to which a refund is permissible, refers 
to the quantum and not to the pecuniary 
value of the estate. Here, a beneficiary re- 
ceived stock by bequest, and paid inherit- 
ance tax on the valuation as of the date of 
death. A subsequent reduction in value, by 
reason of an income tax deficiency levied 
against the corporation, did not warrant a 
refund of inheritance tax.—Calif. Estate of 
C. G. Willis, CCH INHERITANCE ESTATE AND 
Girt Tax Reports { 17,128. 


Illinois: Sales taxes: Interstate commerce. 
—A foreign corporation licensed to do busi- 
ness in Illinois and maintaining an office and 
warehouse within the state is required to 
pay the Illinois retailers’ occupation tax on 
goods shipped from its Massachusetts office, 
where the orders were sent direct to the 
home office and filled and shipped from such 
out-of-state office. The tax claimed by IIli- 
nois upon the order filled from the warehouse 
in Massachusetts, either on orders sent to 
the Illinois office or to the Massachusetts 
office, does not affect or hinder commerce 
in transit crossing the state.—Ill. Norton 
Company v. Department of Revenue, CCH 
State TAx CAsEs REports § 250-073. 


Life estate v. fee simple interest: Testa- 
mentary intent.—The decedent’s husband 
bequeathed a farm to the decedent “to use 
for her benefit and our three children” and 
in his will stated that he had confidence in 
her ability “to manage” the estate “left to 
her charge.” The decedent received a life 
estate under her husband’s will and the value 
of the farm is not, therefore, includible in 
her taxable estate—Ky. H. Clyde Reeves et 
al., Appellants v. J. Rene Harris, Executor, Ap- 
pellee, CCH INHERITANCE EsTATE AND GIFT 
Tax Reports { 17,126. : 


Liability for taxes on retirement fund for 
executives.—A direction that all legacies be 
paid free from death taxes was held appli- 
cable to the unpaid balance in a retirement 
trust fund for an executive, where the fund 
was incorporated into his residuary estate. 
The decedent had directed that “all bequests 
and other provisions for any beneficiary” 
under his will should be free from death 
taxes. Since he had expressly provided 
by a codicil to his will that the trust prop- 
erty should be added to the residue of his 
estate, it was held that the impact of taxes 
on the property should be governed by 
the direction as to payment.—N. J. National 
State Bank of Newark v. Morrison et al., 


CCH InueErRrrANce Estate AND Girt TAx 
Reports {[ 17,111. 


Inclusion of federal securities in stock in- 
surance tax base.—The principal and accrued 
interest of federal securities may not be in- 
cluded in the stock insurance tax base, against 
which the fifteen per cent minimum assess- 
ment is levied. The practical operation and 
effect of the tax, whether it is an excise levy 
on net worth or a personal property tax, is 
in part an assessment on federal securities. 
—N. J. New Jersey Realty Title Insurance 
Company v. Division of Tax Appeals et al., 
CCH New Jersey Tax Reports { 24-019. 


Inclusion of indebtedness in franchise tax 
base.—The principal and unpaid interest on 
indebtedness owed to another corporation, 
where all stock of both corporations is held 
by the same individual, are includible in the 
franchise tax base of the debtor corporation, 
although they are also included among the 
assets of the creditor corporation. However, 
indebtedness owed to the various members 
of the sole stockholder’s family could not be 
included prior to the 1947 amendment of 
R. S. 54:10A-4, specifically including mem- 
bers of the immediate family. The phrase 
“indebtedness owing directly or indirectly,” 
without further legislative interpretation, 
referred to extension of credit through some 
instrumentality, but not to credit obtained 
through personal influence with members of 
the family —N. J. Werner Machine Company, 
Inc. v. Zink, CCH New Jersey Tax Reports 
{ 9-006. 


Sales tax: Replacement parts for watches. 
—A watch repairman must collect the sales 
tax on items of tangible personal property 
which he uses as replacement parts. If, in 
charging the consumer, he fails to indicate 
what portion of the consideration is for labor 
and what portion is for replacement parts, 
he must collect sales tax on the full amount 
charged.—Ohio. Frederic Muench v. Glander, 
CCH Onto Tax Reports { 65-013. 


Exemption from sales tax not valid: Con- 
tractor fails to separate materials from labor 
on bill of sale-—A contractor purchasing 
materials to be used in the performance of 
certain work may not claim exemption from 
the sales tax on grounds that the sale was 
made to an exempt institution, when he fails 
to separate the cost of materials from the 
cost of labor in billing the institution for the 
work.—Ohio. Wagner-Smith v. Glander, 
CCH Onto TAx Reports { 65-013. 


— QQ. 
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accountant refused to produce in evidence 
monthly account sheets made by account- 
ants in his employ in the course of auditing 
a bankrupt’s books. 


It is a fundamental maxim that everyone 
is under a duty to give what testimony he 
' can and that every exemption therefrom is 
distinctly exceptional. In order to come 


made to accountants.” In this matter, the 


within the privilege against disclosing com- 
munications between persons standing in 


tax a given relation, four conditions must exist: 
t on (1) The communication must originate 
10n, in a confidence that it will not be disclosed. 
neld (2) This element of confidentiality must 
the be essential to the full and satisfactory 
ion, | maintenance of the relation between the 
the parties. 

ver, | (3) The relation must be one which, in 
bers the opinion of the community, ought to be 
tbe | sedulously fostered. 

t of | (4) The injury that would inure to the 
em- relation by the disclosure must be greater 
raseé | than the benefit thereby gained for the 
ly,” | correct disposal of litigation. 

ion, | Where all four elements co-exist, as in 
ene" the husband-wife, informer-government, at- 
ined torney-client, relationships, the privilege 
s of obtains. Where one element is lacking, as 
any, No. 2 in the physician-patient relationship, 
— the privilege falls. 

The common law, possibly because of the 
hes. relative newness of the accountancy pro- 
ales fession, does not include communications 
erty between accountant and client within the 
f, in privilege. In an effort to correct this con- 
cate dition, several states have passed legislation 
abor precluding the accountant from divulging 
arts information about his client without the 
eaher client’s consent (Florida and Illinois, in 
ider, 1927; New Mexico in 1933; and Iowa and 

Colorado, in 1949). 

As to the method of enforcing the right 
>on- to an examination of the records, the 
abor Bureau will serve a subpoena requiring the 
sing production of the records. If the records 
e of are not produced, a court order can be ob- 
rom tained. Failure to obey may result in con- 
was tempt of court. Regardless of client’s 
fails instructions, the accountant’s liability re- 
the mains as above stated. 

‘the For a general discussion of this topic, ref- 
nder, erence is respectfully made to Volume 8, 


Wigmore, Evidence (Third Edition). 
HArRoLp KAMENS and WILLIAM ANCIER 
Newark, NEw JERSEY 


Acq. and Non-acq. 












| ACQ. AND NON-ACQ.—Continued from page 290 


**So the Land Became Pharoah’'s”’ 


Sir: 


In your March, 1950 issue of TAXEs, on 
pages 197 and 198 reference is made to 
chapter forty-one of Genesis and to Joseph’s 
appointment of overseers to collect the fifth 
part of the fruits. The writer states that 
the twenty per cent take probably set a 
precedent for the modern-day high per- 
centages going to the government. 


Let us hope that what followed that 
taking does not happen to us. 


The seven years of plenty were good and 
the granaries were full of corn, wheat, etc. 
The record says, “and Joseph gathered corn 
as the sand of the sea, very much, for it 
was without number.” What they were 
looking for came, and the famine struck. 
It would seem that, having put up a fifth 
of all their grain, the common people would 
feel that when they needed some of it all 
they would have to do would be to apply to 
Pharoah and get what they wanted. 


Well, when all the land became very, very 
hungry, they called on Pharoah for bread 
and he sent them to see Joseph about it. 
Did Joseph give them their grain “for free”? 
No. He sold it to them, and when they 
ran out of money they had to sell him their 
best capital asset—the land—and the record 
says, “and Joseph bought all the land of Egypt 


_for Pharoah, for the Egyptians sold every 


man his field, because the famine prevailed 
over them, so the land became Pharoah’s.” 


But that can’t happen here! 


J. A. McNEESE 
Ponca City, OKLAHOMA 


No Profits, No Tax? 
Sir: 


I note in your December, 1949 issue, 
page 1043, the résumé of the article which 
appeared in TIDE magazine, and which once 
again brings up the old and fallacious theory 
that spending a profit saves money by re- 
ducing taxes. 

This type of argument is used frequently, 
often in regard to contributions, and also 
in connection, as in the instant article, with 
variable business expenditures. 

The basic fact remains that if profits are 
$100, and taxes take $38 of this, there is $62 
remaining. If potential earnings are $100, 
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of which amount $50 is disbursed for addi- 
tional expense, taxes take $19 of the balance 
and there is $31 left. 

If all the earnings are spent, there is no 
tax. Therefore the tax is all saved. There- 
fore expense should always equal income 
to effect the best business result. Reductio 
ad absurdum., 

Until tax rates reach 100 per cent, let us 
forget the tax saving argument. 

M. F. ANDERSON 
Rapip City, South DAKoTA 


Junior Miss Case 
Sir: 

On page 143 of the February, 1950 issue 
of TAxXEs, you report, under the caption 
“One Way to Tell an Association from a 
Corporation,” the Junior Miss case. 

If you will read your own article and if 
you will read the case itself as reported, 
you will note that they are at distinct varia- 
tion with each other. 

In the Junior Miss case the theatrical 
association was not held to be an associa- 
tion, taxable as a corporation, but was held 
to be a partnership or joint venture. 


For all those who may not be familiar 
with the actual case but may have an inter- 
est in any similar situation, we believe that 
you should publish a correction of this 
article. 

Extras GoLtpin & COMPANY 
New York City 


[Right! Perhaps the title should have 
been “One Way Not to Tell. ...” Thanks 
for correcting us.—Editor] 


Another Man’s Opinion 
Sir: 


After reading Mr. Spilky’s article, “De- 
preciation Based on Current Cost,” in the 
March issue, I could not help but feel that 
he was not realistic and that his primary 
concern was that if public accountants 
advocated a change in the concept of com- 
puting depreciation there may be a reflection 
on public accountancy as a_ profession. 
Therefore, I believe that his position is 
fundamentally wrong, as the basic objec- 
tives of the profession, together with those 
of tax practitioners and business manage- 
ment, should be to advocate principles that 
will best serve the interests of those pri- 
marily concerned—the investors in corpo- 
rate obligations and equities. 


I agree that these interests would best 
be served if depreciation accounting were 
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restricted to accounting for cost and not 
replacement values; however, if depreciation 
accounting is to be realistic, a change 
should be made from providing depreciation 
strictly on a straight-line or unit-of- 
production basis to giving recognition to the 
substantial depreciation or loss in asset 
value that normally takes place during the 
first year of life. 


This “first year” depreciation or loss in 
asset value is not occasioned by excessive 
or abnormal costs due to current price 
levels, although it may be aggravated 
thereby, but by an economic phenomenon 
which seems to provide that as soon as an 
item is placed into use its value immediately 
depreciates somewhere between ten to forty 
per cent. One reason for this may be the 
natural tendency to shake out or eliminate 
the markup which provided manufacturing 
and selling sources with the margin neces- 
sary to cover marketing, distribution and 
general expenses as well as a profit after 
payment of income taxes. In addition, it 
may be a recognition of the fact that most 
warranty periods are for less than one year 
and that in normal times all “second hand” 
items, regardless of usage, carry a substan- 
tial discount. 


This substantial depreciation or loss in 
value during the first year is offset, at least 
in. part, by the comparative freedom from 
maintenance and repair costs, which in later 
life may be fairly heavy. 


The British have given recognition to 
this “first year” depreciation in their tax 
laws by permitting an immediate writeoff 
of forty per cent of cost. While their 
avowed purpose was to encourage modern- 
ization of plant facilities, they had one eye 
on the future when they hope to be in a 
more favorable competitive position. 


It. would be well to pattern our basis after 
the British, that is, to advocate a heavier 
depreciation charge during the first year and 
to obtain recognition of such basis for 
income tax purposes. Such basis, especially 
if allowed for tax purposes, would serve 
the interests of both creditors and equity 
owners, would help stabilize employment 
by allowing lower costs during competitive 
periods and would help the government by 
increasing profits during periods when tax 
payments would otherwise be much lower. 
It would also encourage technological im- 
provements and modernization of older 
facilities and, therefore, foster a continuing 
higher standard of living. 


JosEpH R. Hock 
PeortA, ILLINOIS 
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| State Tax Calendar 





ALABAMA 





May 1 


Automobile dealers’ report due. 


May 10—— 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


May 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production:tax report and 
payment due. 


May 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 





First Monday 


Property tax second semiannual install- 
ment due (last day). 





May 5 
Alcoholic beverages licensees’ report due. 
May 10—— 


Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 
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1950 1950 





May 15— 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 


May 20—— 
Motor carriers’ report and tax due. 
Property tax return due (last day). 
Use fuel tax report and payment due. 


May 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 





May 10 


Alcoholic beverages report due. 

Motor fuel carriers’ report due. 

Statement of purchases of natural re- 
sources due. 


May 15 
Compensating (use) tax report and pay- 
ment due. 
Income tax return, information return 
and first installment due. 





May 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


May 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 





May 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


May 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 
Distilled spirits report and tax due. 
Use fuel tax report and payment due. 
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May 20—— 


Motor carriers’ gross receipts report and 
tax due. 


Last Monday 
Property tax return due (last day). 








COLORADO 
May 1 
Franchise tax due. 
May 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
May 10— 
Motor carriers’ report due. 
May 14— 


Sales tax report and payment due. 
Use tax report and payment due. 


May 15—— 

Coal mine owners’ report due. 

Coal tonnage tax report due. 

Denver sales tax report and payment due. 
May 20—— 

Property tax return due (last day). 
May 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 

May 15—— 

Gasoline use tax report and payment due. 
May 20—— 

Alcoholic beverage tax return and pay- 

ment due. 

May 25—— 

Gasoline tax report and payment due. 


DELAWARE 


First Monday 


Steam, gas and electric companies’ report 
due. 





May 15— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 





May 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 
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DISTRICT OF COLUMBIA 
May 10—— 


Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


May 15—— 
Beer tax due. 


May 20—— 
Sales and use tax report and payment due. 


May 25—— 
Gasoline tax report and payment due. 





FLORIDA 
May 1 
Auto transportation companies’ report and 
tax due. 
May 10—— 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


May 15—— 


Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erages report due. 


May 25—— 


Gasoline sales tax and storage tax report 
and payment due. 

Oil and gas production tax report and 
payment due. 

Sales, use, rental and admissions taxes 
and reports due. 


GEORGIA 
May 1—— 
Bank share tax report due (last day). 
Property tax return in counties of 200,000 
or more due (last day). 


May 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
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May 15—— 


Malt beverage tax report due. 


May 20—— 
Gasoline tax report and payment due. 


IDAHO 
May 1—— 
Mining claim report due (last day). 
Ore severance tax report due. 


Second Monday—— 


Car companies’ (except sleeping car com- 
panies), railroads’, transmission lines’, 
telephone and telegraph companies’ prop- 
erty tax report due. 


May 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 


May 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
May 1—— 
Cook County bank share tax due (last 
day). 


Cook County personal property tax due. 


Cook County real property tax semiannual 
installment due. 


May 10—— 


Motor carriers’ mileage tax report and 
payment due. 


May 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 


Public utilities’ tax report and payment 
due. 


Sales tax report and payment due. 


May 20—— 
Gasoline tax report and payment due. 


May 30—— 
Transporters’ gasoline report due. 
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INDIANA 
May 1— 
Alcoholic vinous beverage tax due. 
Private car companies’ property tax re- 
turn due. 
Property tax semiannual installment due. 


May 10—— 
Cigarette distributors’ interstate business 
report due. 


May 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Property tax return due (last day). 
Use fuel tax report and payment due. 


May 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


May 25—— 
Distributors’ and carriers’ gasoline tax re- 
port and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 


IOWA 
May 1—— 
Bank share tax report due (last day). 
Property tax report of electric transmis- 
sion line, telephone and telegraph, elec- 
tric light and power, gas, waterwork 
and street railway companies due. 


May 10—— 


Carriers’ gasoline tax report and payment 
due. 

Class “A” permittees’ beer tax report and 
payment due. 


May 20—— 
Gasoline tax report and payment due. 


KANSAS 
May 10—— 
Malt beverage report due. 
May 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
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May 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 

May 25—— 

Gasoline tax report and payment due. 





May 31 
Express companies’ report due (last day). 





KENTUCKY 
May 2 
Stored distilled spirits tax due. 
May 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
May 15—— 


Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax report 
and payment due. 


May 20—— 


Cigarette wholesalers’ report due. 
Oil production tax report and payment 


due. 
May 31 


Amusement and entertainment report and 
tax due. 





Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 





May 1 
Public utility license and pipe line trans- 
portation tax due. 
Soft drinks tax report due. 
Tobacco tax report due. 


May 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


May 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 


394 April, 1950 @e TAXES — The Tax Magazine 





Carriers’ lubricating oils report due. 


Income tax return and first installment 
due. 


Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


May 20—— 


Beer wholesale dealers’ tax report and 
payment due. 


Fuel use tax report and payment due. 
Gasoline tax report and payment due. 
Kerosene tax report and payment due. 


Lubricating oils tax report and payment 
due. 


New Orleans sales and use tax report and 
payment due. 


Sales and use tax report and payment due. 


MAINE 





May 1 
Insurance companies’ premiums tax due. 
May 10—— 
Manufacturers and wholesalers of malt 
beverages, report due. 
May 15—— 
Telephone and telegraph companies’, and 
railroads’, including street railroads, 


capital stock tax return due. 


May 25—— 
Use fuel tax report and payment due. 


May 31—— 
Gasoline tax report and payment due. 


MARYLAND 





May 1 
Chain store tax due. 


May 10—— 


Admissions tax payment due. 
Beer tax report and payment due. 


May 15—— 
Sales and use tax report and payment due. 


May 30—— 


Purchasers of cargo lots of motor fuel, 
report due. 


May 31 
Gasoline tax report and payment due. 
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MASSACHUSETTS 

May 1 

Forest land products tax information re- 
turn due. 





May 10—— 
Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 





May 20—— 
Tobacco tax report and payment due. 
May 31 
Motor fuel tax report and payment due. 
MICHIGAN 
' May 5— 
| Carriers’ gasoline statement due. 
| May 10— 
; Common and contract carriers’ report 


and fee due. 


May 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


May 20—— 
Cigarette tax report and payment due. 


Diesel fuel 
due. 


users’ report and payment 


Distributors’ gasoline tax report and pay- 
ment due. 


Fuel sold for use on vessels, tax due. 


Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 
May 10—— 
Carriers’ iron severance tax report due. 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


May 15—— 
Interstate motor carriers’ mileage tax due. 


May 20—— 
Cigarette tax and report due. 





May 23 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 


State Tax Calendar 


May 31 


Property tax first semiannual installment 
due. 


Royalty tax due (last day). 


MISSISSIPPI 

May 1 

Property tax second semiannual install- 
ment due. 





May 5—— 
Factories’ report due. 


May 10—— 
Admissions tax report and payment due. 


May 15—— 
Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 


Carriers’ gasoline tax report due. 


Compensating (use) tax report and pay- 
ment due. 


Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. 


Manufacturers, distributors and whole- 
salers of tobacco, report due. 


Occupation (sales) tax and report due. 
Timber severance tax and report due. 


May 20—— 
Gasoline and oil distributors’ report and 
payment due. 


Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 


May 25—— 
Gas severance tax report and payment 
due. 
Oil and Gas Board maintenance charge 
due. 
Oil severance tax report and payment 
due. 





May 31 

Carriers of passengers and property, fuel 
use tax report and payment due. 

Common and contract carriers of passen- 
gers, gross revenue tax quarterly install- 
ment due. 

Use fuel tax, on fuel other than gasoline 
and report due. 
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MISSOURI 





May 1 
Insurance companies’ premiums tax due. 


Merchants’ and manufacturers’ property 
tax return due. 


Utilities’ ad valorem tax statement due. 


May 5— 


Nonintoxicating beer permittees’ report 
due. 


May 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


May 15— 
Alcoholic beverage sale report due. 


May 25—— 
Use fuel tax report and payment due. 


May 31—— 
Freight line, railroad and street railway 
companies’ report due. 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ 
payment due. 


report and 





MONTANA 
May 1 
Moving-picture theater licenses issued and 
tax due. 
May 15—— 


Brewers, wholesalers and transporters of 
beer, report and payment due. 


Carriers’ gasoline tax report due. 

Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


May 30—— 
Telephone companies’ tax and report due. 


May 31—— 
Foreign corporation annual report to 
county due (last day). 
Property tax semiannual installment due. 


NEBRASKA 
May 1—— 


Fire insurance companies’ gross premiums 
tax first installment due. 


Real property tax first installment due. 
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May 10—— 
Cigarette distributors’ report due. 


May 15— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
May 20—— 
Nonresident motor carriers’ report due, 


NEVADA 





May 1 
Bee owners’ report due. 


May 10— 
Liquor report by out-of-state vendors due. 


May 15— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


May 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
May 1 


Domestic savings bank and trust com- 
panies’ report due. 
May 10— 


Manufacturers’, wholesalers’ and im- 
porters’ alcoholic beverage report due; 
wholesalers’ payment due. 





May 15— 
Use fuel tax report and payment due. 


May 31 
Motor fuel report and tax due. 





NEW JERSEY 





May 1 
Property tax quarterly installment due. 
First Tuesday. 


Telephone, telegraph, express, parlor and 
sleeping car, gas and electric line, oil 
and pipe line companies’ report due. 


May 10—— 


Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 
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May 20—— 
Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 

tax due. 


Cigarette distributors’ tax report and pay- 
ment due. 


May 25—— 


Busses (municipal) gross receipts report 
and tax due. 


May 30—— 
Carriers’ gasoline tax report due. 


May 31 
Distributors’ gasoline report and payment 
due. 





NEW MEXICO 
May .1—— 
Franchise tax due. 
Property tax semiannual installment due. 


May 15—— 
Occupational gross income tax report and 
payment due. 


Oil and gas conservation report due. 
Severance tax and report due. 


May 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


May 25—— 
Gasoline tax report and payment due. 


Use or compeiisating report and payment 
due. 


NEW YORK 
May 15—— 
Franchise (income) tax return and first 
installment due. 


Transportation and transmission com- 
panies’ additional tax and report due. 


May 20—— 
Alcoholic beverage tax and report due. 
Monroe County privilege tax due. 


May 25—— 
Conduit companies’ tax and report due. 


New York City conduit companies’ tax 
and report due. 

New York City public utility excise re- 
turn and payment due. 


State Tax Calendar 





May 31 
Gasoline tax report and payment due. 


Insurance companies’ premiums report and 
tax due. 


Water, gas, electric, etc. companies’ report 
and tax due. 


NORTH CAROLINA 


May 10—— 
Carriers’ gasoline tax report and payment 
due. 


Distributors and bottlers of unfortified 
wines, report and payment due. 


Railroads’ alcoholic beverage report due. 


May 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 

Use tax report and payment due. 


May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 


NORTH DAKOTA 





May 1 
Rural electric cooperatives’ report due. 
Utilities’ property tax return due. 


May 10—— 
Cigarette distributors’ report due. 


May 15— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


May 25— 
Use fuel tax report and payment due. 


OHIO 
May 10—— ' 
Cigarette wholesalers’ report due. 


Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


May 15—— 
Cigarette use tax and report due. 


May 20—— 
Dealers’ gasoline tax report due. 


May 30—— 
Carriers’ gasoline tax report due. 
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May 31 
Gasoline tax due. 


Rolling stock tax report of sleeping car, 
freight line and equipment companies 
due (last day). 


OKLAHOMA 
May 5—— 
Operators’ report of mines other than 
coal due. 
May 10—— 
Airports’ gross receipts report and tax 
due. 


Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners’ report due. 


May 15—— 
Carriers’ mileage tax report and payment 
due. 


Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


Sales tax report and payment due. 


Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


May 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ réport due. 


Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. 


Rural electric cooperatives’ property tax 
return and payment due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


May 31 


Oil, gas and mineral gross production 
report and payment due. 





OREGON 


May 15—— 
Property tax quarterly installment due. 


May 20—— 


Alcoholic beverage tax report and pay- 
ment due. 


Motor carrier report due if tax is paid 
as per Table A or B. 


Motor vehicle broker and forwarder pay- 
ment due. 


Use fuel tax report and payment due. 
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May 25—— 
Gasoline tax report and payment due. 


May 31 


Motor carrier payment due if tax is paid 
as per Table A or B. 





PENNSYLVANIA 
May 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft -drinks tax report due. 


May 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Income tax second installment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 





May 31 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 





May 1 


Franchise tax report for calendar year 
due. 


Income (franchise) tax report and pay- 
ment for calendar year due. 


May 10—— 


Manufacturers’ alcoholic beverage r: Xort 
due. 


May 15—— 


Gasoline tax report and payment ue. 


May 20—— 


Sales and use tax return and payr ent 
due. 


SOUTH CAROLINA 
May 1 
Alcoholic beverage wholesalers’ report >f 
alcoholic beverages received due. 
Public utility franchise tax due. 





May 10—— 
Admissions tax report and payment duc. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sale: 
and additional tax due. 
Power tax return and payment due (last 
day). 
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May 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil, tax return and payment 
due. 































SOUTH DAKOTA 





May 1 
Motor carriers of passengers, tax due. 
Rural electric companies’ utility tax re- 

port due. 


May 10—— 


Interstate ‘motor carriers’ report and tax 
due. 


May 15—— 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Use fuel tax report and payment due. 


May 20—— 
Passenger mileage tax due. 
}May 30—— 


Domestic corporations’ report due (last 
day). 





May 31 
Dealers’ gasoline tax report due. 


TENNESSEE 
May 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


May 15—— 


Carriers of use fuel, report due. 
Users of fuel, report due. 


May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 











TEXAS 





May 1 
Franchise tax due. 










May 15—— 
Oleomargarine dealers’ report and tax due. 


State Tax Calendar 












May 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 


Users of liquefied gases and liquid fuel, 
tax report and payment due. 


May 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres, tax report 
and payment due. 





May 30 
Oil production tax report and payment 
due. 
UTAH 
May 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


May 15—— 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


May 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
May 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
May 15—— 


Corporation income tax, or first install- 
ment, and return due. 


Electric light and power companies’ re- 
port and tax due. 


May 31 
Gasoline tax report and payment due. 





VIRGINIA 
May 1—— 
Car companies, car trust and mercantile 
companies’ property tax return due. 


Express companies’ property tax return 
due. 


Individual income tax return due. 


Individuals’ information at source return 
due. 

Intangible property tax return due. 

Motor bus transportation companies’ an- 
nual report due. 

Motor bus transportation companies in 
cities and towns, property tax return 
due. 

Pipe line transmission corporations’ prop- 
erty tax return due. 

Public utilities’ report due. 


Railway and canal corporations’ property 
tax return due. 


Tangible personal property return due. 


May 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 


Warehousemen’s tobacco tax due. 


May 20—— 
Carriers’ gasoline tax report due. 


Dealers’ and resellers’ use fuel tax re- 
port due. 


May 31—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
May 1 


Private car companies’ property tax re- 
turn due. 


May 10—— 


Brewers and manufacturers of malt prod- 
ucts, report due. 


May 15—— 

Butter substitutes report and payment 
due. 

Gross income tax return and payment due. 

Public utilities’ gross operating tax re- 
port and payment due. 

Sales tax report and payment due. 

Seattle occupation tax report and pay- 
ment due. 

Use tax report and payment due. 

Vancouver occupation tax report and pay- 
ment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


May 20—— 
Use fuel tax report and payment due. 


May 25— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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May 31 
Property tax semiannual installment due. | 


WEST VIRGINIA 
May 1—— 
Bank share tax due. 


May 10— 


Alcoholic beverage tax report and pay- 
ment due. 


May 15—— 


Cigarette use tax report and payment 
due. 


Sales tax report and payment due. 


May 30—— 
Gasoline tax report and payment due. 


May 31 


Property tax semiannual installment due 
(last day). 


WISCONSIN 
May 1 
Boats’, vessels’, etc. report and tax due 
Coal docks’ report due. 
Grain elevators’ report due. 


Scrap iron or scrap steel docks’ report 
due. 


May 10—— 


Alcoholic beverage tax report due. 


Cigarette wholesalers’ and manufacturers 
report due. 


May 20—— 
Gasoline tax report and payment due. 


WYOMING 
May 1 


Railroad property tax return due. 


May 10— 
Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semiannual installment due 


May 15— ‘ 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 


Wholesalers’ gasoline tax report and pay} 
ment due. 
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